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BANK OF AMERICA AND MERRILL LYNCH: 
HOW DID A PRIVATE DEAL TURN INTO A 
FEDERAL BAILOUT? PART H 


THURSDAY, JUNE 25, 2009 

House of Representatives, Committee on Oversight 
AND Government Reform joint with the Sub- 
committee ON Domestic Policy, 

Washington, DC. 

The committee and subcommittee met, pursuant to notice, at 10 
a.m., in room 2154, Rayburn House Office Building, Hon. Edolphus 
Towns (chairman of the committee) presiding. 

Present: Representatives Towns, Kanjorski, Maloney, Cummings, 
Kucinich, Tierney, Clay, Watson, Lynch, Connolly, Quigley, Kaptur, 
Norton, Davis, Cuellar, Welch, Foster, Speier, Issa, Burton, Souder, 
Duncan, Turner, McHenry, Bilbray, Jordan, Fortenberry, Chaffetz, 
and Schock. 

Staff present: John Arlington, chief counsel — investigations; 
Brian Eiler, investigative counsel; Jean Gosa, clerk; Adam Hodge, 
deputy press secretary; Carla Hultberg, chief clerk; Marc Johnson 
and Ophelia Rivas, assistant clerks; Mike McCarthy, deputy staff 
director; Jesse McCollum, senior advisor; Jenny Rosenberg, director 
of communications; Joanne Royce and Christopher Staszak, senior 
investigative counsels; Christopher Sanders, professional staff 
member; Ron Stroman, staff director; Jaron R. Bourke, staff direc- 
tor, Subcommittee on Domestic Policy; Lawrence Brady, minority 
staff director; John Cuaderes, minority deputy staff director; Jen- 
nifer Safavian, minority chief counsel for oversight and investiga- 
tions; Dan Blankenberg, minority director of outreach and senior 
advisor; Adam Fromm, minority chief clerk and Member liaison; 
Kurt Bardella, minority press secretary; Seamus Kraft and Ben- 
jamin Cole, minority deputy press secretaries; Christopher Hixon, 
minority senior counsel; and Brien Beattie, minority professional 
staff member. 

Chairman Towns. The committee will come to order. 

Today we are continuing our investigation of Bank of America’s 
acquisition of Merrill Lynch. This was a most unusual transaction. 

On September 15, 2008, Bank of America announced that it was 
purchasing Merrill Lynch, creating one of the Nation’s largest fi- 
nancial institutions. At the time it was a merger negotiated be- 
tween two private parties designed for the exclusive benefit of pri- 
vate shareholders and paid for exclusively with private money. 

Four months later, on January 16, 2009, the world discovered 
that Merrill Lynch had experienced a $15 billion fourth quarter 

( 1 ) 
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loss. Most importantly, we discovered that the merger had taken 
place only after the Federal Government had committed to give 
Bank of America $20 billion in taxpayer money. 

In short, Bank of America’s acquisition of Merrill Lynch began 
in September 2008 as a private business deal, and was completed 
in January 2009 with a $20 billion taxpayer bailout. 

What happened in the interim has been shrouded in secrecy. But 
the broad outline is this: When Bank of America urged its share- 
holders to approve the acquisition of Merrill Lynch on December 5, 
2008, there was no public disclosure of any problems with the 
transaction. However, Bank of America’s CEO Ken Lewis has testi- 
fied that just 9 days after the shareholder vote, he discovered a $12 
billion loss at Merrill Lynch. Mr. Lewis said he told then Treasury 
Secretary Hank Paulson that he was strongly considering backing 
out of the deal. According to Lewis, Paulson ultimately told them 
that if he didn’t go through with the acquisition he and the board 
would be fired. 

Internal e-mails we have obtained from the Federal Reserve indi- 
cate officials there were very skeptical about Mr. Lewis’ motives in 
threatening to back out of the Merrill Lynch deal. Fed Chairman 
Ben Bernanke thought Lewis was using the Merrill losses as a bar- 
gaining chip to obtain Federal funds. FDIC Chairwoman Sheila 
Bair was opposed to providing assistance saying, “My board does 
not want to do this.” 

In essence, Ken Lewis claimed that, “The government made me 
do it.” But was Bank of America forced to go through with the deal, 
or was this just an old-fashioned shakedown? 

These questions are particularly important, given the adminis- 
tration’s new proposal to give broad new powers to the Federal Re- 
serve. I believe that before Congress acts on the President’s finan- 
cial services reform proposal, we need to have a thorough under- 
standing of what caused the current financial crisis and how the 
Federal Government responded. 

Unfortunately, much of what the Fed, the Treasury, and other 
agencies did in these transactions remain shrouded in secrecy. It 
is time to yank the shroud off the Fed and shine some light on 
these events. 

The Bank of America-Merrill Lynch deal is a case in point. New 
e-mails we have obtained from the Fed indicate that Fed officials 
may have attempted to keep other agencies in the dark about what 
was going on. A Fed e-mail discusses not telling the Office of the 
Comptroller of the Currency what was happening. Others discuss 
how to minimize the amount of information given to the SEC. In 
a remarkable exchange. Fed officials note that an SEC official can 
be counted on to be discreet. 

I am not going to prejudge the issues. At this point we are not 
even close to finishing this investigation. Bank of America’s CEO 
Ken Lewis gave us his story. Now it is Fed Chairman Bernanke’s 
turn to give his side of the story. Next, it would be former Treasury 
Secretary Hank Paulson to give his side. We need to get all the 
facts out on the table before we are in a position to say what hap- 
pened and when it happened. But I promise you this, we will follow 
this investigation wherever the road leads, and we will do our best 
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to make sure the facts get out on the table where everyone can see 
them, by subpoena, if necessary. 

Let me stop and thank Chairman Bernanke for coming today to 
this hearing, and I look forward to your testimony. 

I now yield 5 minutes to our ranking member on the full commit- 
tee, Mr. Darrell Issa of California, for his statement. 

[The prepared statement of Chairman Edolphus Towns follows:] 
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HOUSE COMMITTEE ON 
OVERSIGHT & GOVERNMENT REFORM 

OPENING STATEMENT OF 
CHAIRMAN EDOLPHUS TOWNS 

Hearing: “Bank of America and Merrill Lynch: How Did a 
Private Deal Turn Into a Federal Bailout?” {Part 2) 

June 25, 2009 


Today we are continuing our investigation of Bank of America’s 
acquisition of Merrill Lynch. 

This was a most unusual transaction. On September 15, 2008, 
Bank of America announced that it was purchasing Merrill Lynch, 
creating one of the nation’s largest financial institutions. At the time, 
it was a merger negotiated between two private parties, designed for 
the exclusive benefit of private shareholders, and paid for exclusively 
with private money. 

Four months later, on January 16, 2009, the world discovered 
that Merrill Lynch had experienced a $15 billion fourth quarter loss. 
Most importantly, we discovered that the merger had taken place only 
after the Federal government had committed to give Bank of America 
$20 billion in taxpayer money. 

In short. Bank of America’s acquisition of Merrill Lynch began in 
September 2008 as a private business deal, and was completed in 
January 2009 with a $20 billion taxpayer bailout. 

What happened in the interim has been shrouded in secrecy, 
but the broad outline is this; 

When Bank of America urged its shareholders to approve the 
acquisition of Merrill Lynch on December 5, 2008, there was no public 
disclosure of any problems with the transaction. 
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However, Bank of America CEO Ken Lewis has testified that 
just nine days after the shareholder vote, he discovered a $12 billion 
loss at Merrill Lynch. Mr. Lewis said he told then-Treasury Secretary 
Hank Paulson that he was “strongly considering” backing out of the 
deal. According to Lewis, Paulson ultimately told him that if he didn’t 
go through with the acquisition, he and the Board would be fired. 

Internal emails we have obtained from the Fed indicate officials 
there were very skeptical about Mr. Lewis’ motives in threatening to 
back out of the Merrill deal. Fed Chairman Ben Bernanke thought 
Lewis was using the Merrill losses as a “bargaining chip” to obtain 
Federal funds. FDIC Chairman Sheila Bair was opposed to providing 
assistance, saying, “My board does not want to do this.” 

In essence, Ken Lewis claimed that “the government made me 
do it.” But was Bank of America forced to go through with the deal, or 
was this just an old fashioned shakedown? 

These questions are particularly important given the 
Administration’s new proposal to give broad, new powers to the 
Federal Reserve. I believe that before Congress acts on the 
President’s financial services reform proposal, we need to have a 
thorough understanding of what caused the current financial crisis 
and how the Federal government responded. 

Unfortunately, much of what the Fed, the Treasury, and other 
agencies did in these transactions remains shrouded in secrecy. It’s 
time to yank the shroud off the Fed and shine some light on these 
events. 

The Bank of America-Merrill Lynch deal is a case in point. New 
emails we have obtained from the Fed indicate that Fed officials may 
have attempted to keep other agencies in the dark about what was 
going on. A Fed email discusses not telling the Office of the 
Comptroller of the Currency what is happening. Others discuss how 
to minimize the amount of information given to the SEC. In a 
remarkable exchange, Fed officials note that an SEC official can be 
counted on to be “discrete” [sic]. 
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I am not going to prejudge these issues. At this point we are 
not even close to finishing this investigation. 

Bank of America's CEO Ken Lewis gave us his story, now it's 
Fed Chairman Bernanke's turn. Next it will be former Treasury 
Secretary Hank Paulson. 
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We need to get all the facts out on the table before we are in a 
position to say what happened and when. But I promise you this: we 
will follow this investigation wherever it leads and we will do our best 
to make sure the facts get out on the table where everyone can see 
them, by subpoena if necessary. 

I want to thank Chairman Bernanke for being here and I look 
forward to his testimony. 
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Mr. ISSA. Thank you, Mr. Chairman, for holding this second 
hearing in a series today. Our work together on a bipartisan basis 
should in fact be a model for all the Members of Congress. 

Today, Chairman Bernanke is here as part of this process not be- 
cause of one side or the other, but because we came to a consensus 
that for all the good work in a financial crisis. Oversight still need- 
ed to discover what was or wasn’t done, was it consistent with the 
kind of behavior behind closed doors that we would like to always 
know is going on even when appropriately government shares in- 
formation only discreetly with other government agencies. 

Additionally, yours and my role as reformers is critical in a proc- 
ess in which the President’s financial reform system or proposal 
has included broad and sweeping increases in Chairman Bernanke 
or his successor’s powers. 

Additionally, former Secretary Paulson, acting in good faith and 
in concert, in fact deserves his opportunity to tell us about the 
events. 

Let there be no doubt, Mr. Chairman, all of us on the dais are 
aware that, 24/7, leaders of the Fed, the Treasury, the FDIC, the 
OCC, and the SEC all worked diligently to get us out of a financial 
crisis that was many years in the making, in almost every case not 
something in which those getting us out participated in a direct 
way, and in fact was done in the best interests of the American 
people. And I want to thank Chairman Bernanke for his effort and 
his major role in that effort, which is still ongoing today. 

Through the committee’s investigation, we have learned the Fed- 
eral Government, led by both Chairman Bernanke and then Sec- 
retary Paulson, and made certain threats against Ken Lewis dur- 
ing a time in which he was in fact considering pulling out or re- 
negotiating the Merrill Lynch merger. There have been conflicting 
reports under oath by Ken Lewis and by Secretary Paulson about 
what occurred. To his credit. Chairman Bernanke has been quick 
to give us written responses, both publicly and privately, that today 
we would hope lead to a thorough understanding of whether in fact 
there is a vast misunderstanding of what a threat was, what the 
intent was, whether or not what we often call and I have called a 
cover-up was in fact simply appropriately determining why an 
agency should be not informed. I for one personally doubt that all 
of these can be explained away, but it is very possible that today 
hindsight will show us that if we all had to do it again, we would 
do it differently. 

I think it is important today that we give Chairman Bernanke 
a full and complete opportunity to talk about the environment in 
which he was working, his desires and reasons for doing what he 
did, and where the discussions that he might or should or could 
perhaps replace the board and the CEO of Bank of America may 
have in fact been blown out of proportion, may have been mis- 
understood. I for one, though, am looking at Main Street America, 
the stockholders who in some cases got less than they would have 
gotten through other means. This includes Chrysler, General Mo- 
tors, and of course Bank of America and Merrill Lynch. 

I am also deeply concerned that, going forward, if the systemic 
risk proposal by the President, which would give vast authority 
over any entity, bank or otherwise, that represents a potential sys- 
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temic risk is to be given to an agency, and if that, Mr. Chairman, 
is to be the Fed; and if that power is used, what will be the over- 
sight? What will be the consultation? How will we know that, al- 
though the Fed has the lead, will the SEC, the OCC, and other 
agencies charged with their responsibilities always be kept in- 
formed? 

I appreciate today, Mr. Chairman that not everyone on the dais 
agrees that the focus is on what was done behind closed doors re- 
lating to this merger. Others may say, and it is their prerogative, 
that the question is, “what did officers and directors of these com- 
panies do?” I for one am also interested to hear that, but today pri- 
marily I would like to understand how we can have statements 
made by government officials be so different, and why the evidence 
provided today to us in the way of e-mails and other documentation 
appears to see changes and disagreements that cannot be explained 
away. 

Mr. Chairman, I look forward to continuing this on a bipartisan 
basis. Your support and friendship and our aWlity to work together 
in a way not often found in Congress has made this Congress more 
effective, this committee more effective, and I thank you for your 
service, and yield back. 

[The prepared statement of Hon. Darrell E. Issa follows:] 
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Statement of Rep. Darrell Issa, Ranking Member 
Joint Full Committee and Domestic Policy Subcommittee hearing on 
“Bank of America and Merrill Lynch: How Did a Private Deal Turn Into a Federal 

Bailout? Part II.” 

June 25, 2009 

Mr. Chairman, thank you for calling today’s hearing, and thank you for your leadership on the Committee’s 
investigation of the role of the federal government in the Bank of America - Merrill Lynch transaction. 

I appreciate Chairman Bemanke’s appearance before the Committee today. Mr. Bernanke’s testimony is 
necessary to uncover the truth as to our government’s behavior in response to the financial crisis. I want to 
make clear at the outset that today’s hearing is not about “gotcha” politics. Rather, it is about learning the 
truth. This is the Committee on Oversight and Government Reform, and this hearing is about both - 
oversight as to what happened - and reform as to how to ensure that an appropriate framework is in place to 
avoid the abuse of power in the future. 

I also want to make clear that I respect the motives of both Chairman Bemanke and former-Secretary 
Paulson. It is clear that their actions occurred at a time when financial markets faced serious threats, and 
they thought they were acting in the best interest of the U.S. and world economy. However, I question the 
appropriateness of their actions and the wisdom of their judgment. 

Through this Committee’s investigation, we have learned that the federal government, led by Mr. Bemanke 
and Mr. Paulson, threatened to fire Ken Lewis and Bank of America’s Board of Directors if they exercised 
their legal right to attempt to back out of their agreement to acquire Merrill Lynch. Whether Bank of 
America’s use of the clause in the contract may not have been successful, and whether Bank of America 
conducted sufficient due diligence in its decision to acquire Merrill Lynch, is of secondary concern to 
inappropriate government action. Some on the Committee want to know whether Ken Lewis was quick to 
report the threat to his shareholders. I, on the other hand, am concerned about the threat itself. The fact 
remains that Mr. Lewis had a fiduciary duty to exercise all legal options at his disposal if he thought they 
were in the best interests of his shareholders. 

We have also learned that, subsequent to the transaction, the federal government refused to provide a written 
statement committing to provide Bank of America taxpayer money, despite private assurances that taxpayer 
dollars were coming, because the government did not want a “disclosable event.” Bank of America’s 
shareholders, and ultimately the American people, deserved better . 
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The Committee’s investigation has also revealed that the Federal Reserve deliberately kept other regulators 
in the dark regarding the negotiations with Bank of AmericE?. The Federal Reserve’s cover-up of important 
information and willingness to exclude key regulatory partners such as the SEC and OCC raises troubling 
questions about its willingness to work collaboratively with its partners in the federal government. 

One person not in the dark, however, was Timothy Geithner. Mr. Geithner was involved in discussions with 
senior officials at the Federal Reserve and Treasury Department regarding Lewis’s intention to back out of 
the deal. According to internal Bank of America notes, Mr. Geithner conveyed his support of the Bemanke- 
Paulson threat to Bank of America officials as well. 

We will likely hear today that the government’s actions were necessary to contain ’‘systemic risk.” If 
anything, however, the Federal Reserve’s actions only served to spread systemic risk to Bank of America, 
its shareholders, and its depositors, which required a taxpayer bailout later anyway. 

The government’s troubling behavior did not start with the Bank of America transaction. We know that on 
October 13, 2008, Mr. Bemanke, Mr. Paulson, Mr. Geithner, and Ms. Bair called the nine CEOs of the 
biggest banks in America to an now famous meeting at the Treasury Department. During this meeting, 
government officials told the banking executives that the government was going to invest in their 
companies, told them how much the government was going to pay, and told them what the banks could do 
with the money. When one executive - a private citizen representing a then-private company - dared to 
object, he was told that he would not be allowed to leave the room without signing the government’s 
document. This behavior is intolerable in a free and civil society . 

Mr. Chairman, I did not approve of the Paulson/Geithner/Bernanke policy under the Bush Administration, 
and I do not approve of it today. Unfortunately, this troubling pattern of behavior has continued under the 
Obama/Geithner/Bernanke administration. President Obama’s policies are Bush on steroids. We have 
witnessed the federal government nationalize the auto industry and openly demonize those bondholders who 
dared to exercise their contractual rights. 

Finally, we ought to apply the lessons we are learning about the federal government’s abuses of power in 
response to the current crisis to debates about grandiose plans to increase regulatory power across the 
financial sector. The Federal Reserve’s actions ought to be a note of caution to those who want to 
dramatically increase its power and authority. 

Thank you again, Mr. Chairman, for calling this hearing and I look forward to continuing to work with you 
to bring the actions of government officials in both the last Administration and the current Administration to 
light. 
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Chairman TOWNS. Thank you very much. I thank the ranking 
member for his statement and thank him for his kind words as 
well. 

At this time I yield to the ranking member of the Subcommittee 
on Domestic Policy for 5 minutes and of course the gentleman from 
Cleveland who has done a fantastic job, Congressman Kucinich. 

Mr. Kucinich. Thank you very much, Mr. Chairman, and Chair- 
man Bernanke. 

Contrary to the popularly held belief that the government went 
too far in the Bank of America-Merrill Lynch deal, our investiga- 
tion reveals that what is remarkable is what the government did 
not do. 

In two meetings in December 2008, Bank of America’s Ken Lewis 
asserted that he had only recently become aware of the deteriorat- 
ing situation at Merrill Lynch. He asserted that he believed he 
could justify invoking the Material Adverse Event Clause [MAC], 
to back out of the deal. And he asserted that he needed consider- 
able help from the government, including $13 billion more in new 
cash, as well as protection from Merrill Lynch’s losses. 

Staff and officials at the Fed looked more closely at the basis for 
Lewis’ assertions, and determined “that they were somewhat sus- 
pect.” The Fed found, in contradiction to Ken Lewis’ representa- 
tions, that Bank of America failed to do adequate due diligence in 
acquiring Merrill Lynch. The Fed found that Bank of America had 
known about accelerating losses at Merrill Lynch since mid-Novem- 
ber, when shareholders could have used that information to decide 
on a ratification of the merger. And senior officials at the Fed be- 
lieved that Bank of America could be in violation of securities laws 
for failing to inform shareholders about the Merrill Lynch losses 
known in mid-November. Furthermore, they believed that Ken 
Lewis’ threat of invoking a MAC was a bargaining chip and was 
not credible; that Bank of America was experiencing its own losses 
independent of Merrill Lynch, and needed to be bailed out itself, 
and that there were serious doubts about the competence of Bank 
of America’s management. 

Yet in spite of the Fed’s doubts felt about Ken Lewis’ manage- 
ment of Bank of America, the Fed’s leadership orchestrated an aid 
package that attached no meaningful conditions to the money. The 
Fed required no changes whatsoever in Bank of America’s deficient 
corporate leadership. The Fed even gave Bank of America more 
money than what Ken Lewis had originally asked for. 

The disconnection between the Fed’s analyses of what went 
wrong at Bank of America and what the Fed was willing to do 
about it is significant for all of us and is the subject of today’s hear- 
ing. 

If the Bank of America-Merrill Lynch merger posed a systemic 
risk in December 2008, the post-rescue merger entity continues to 
pose a systemic risk or potential systemic risk in 2009. If bad deci- 
sions by corporate management can have systemic consequences, 
then the Fed’s remedy in the Bank of America-Merrill Lynch case 
amplifies the risk posed by poor corporate leadership, because it 
signals that incompetence practiced by the management of a very 
large financial institution will be subsidized, not punished, by gov- 
ernment regulators. 
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The Fed’s decisionmaking process in the Bank of America-Merrill 
Lynch merger makes the case for a significant increase in account- 
ability at the Fed. Its regulation of systemic risk needs to be sub- 
ject to congressional oversight. Its interventions in markets to re- 
cover from the current financial crisis need to be audited by the 
Government Accountability Office, as I proposed in a bill and in an 
amendment adopted unanimously by this committee. 

We can’t afford to make the Fed a super regulator, as some have 
proposed, without also increasing its transparency in meaningful 
ways, as this committee has proposed through the Kucinich amend- 
ment. 

I want to thank the chairman for the opportunity to work with 
you on this hearing, and I look forward to Mr. Bernanke’s testi- 
mony. And I want to thank you, sir, for being here today. Thank 
you. 

[The prepared statement of Hon. Dennis J. Kucinich follows:] 
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Opening Statement 
Dennis J. Kucinich 
Chairman 

Domestic Policy Subcommittee 

Joint Full Committee -Subcommittee Hearing on the Bank of America-Merrill 

merger 

June 25, 2009 

Contrary to a popularly held belief that the Government went too far in the Bank of 
America-Merrill deal, our investigation reveals that what is remarkable is what the 
Government did NOT do. 

In two meetings in December, 2008, Bank of America’s Ken Lewis asserted that he had 
only recently become aware of the deteriorating situation at Merrill. He asserted that he 
believed he could justify invoking the material adverse effect (MAC) clause to back out 
of the deal, and he asserted that he needed considerable help from the government, 
including $13 billion more in new cash, as well as protection from Merrill Lynch losses. 
Staff and officials at the Fed looked more closely at the basis for Lewis’s assertions and 
determined that they were “somewhat suspect.” 

The Fed found, in contradiction to Ken Lewis’s representations, that Bank of America 
failed to do adequate due diligence in acquiring Merrill Lynch. The Fed found that Bank 
of America had known about accelerating losses at Merrill since mid-November, when 
shareholders could have used that information to decide on ratification of the merger. . 
And senior officials at the Fed believed that Bank of America could be in violation of 
securities laws for failing to inform shareholders about the Merrill losses known in mid- 
November. Furthermore, they believed that Ken Lewis’s threat of invoking a MAC was 
a “bargaining chip” and was not credible, that Bank of America was experiencing its own 
losses independent of Merrill Lynch and needed to be bailed out itself, and that there 
were serious doubts about the competence of Bank of America’s top management. 

Yet, in spite of the Fed’s doubts felt about Ken Lewis’s management of Bank of 
America, the Fed’s leadership orchestrated an aid package that attached no meaningful 
conditions to the money. The Fed required no changes whatsoever in Bank of America’s 
deficient corporate leadership. The Fed even gave Bank of America more money than 
Ken Lewis had originally asked for. 

The disconnection between the Fed’s analysis of what went wrong at Bank of America, 
and what the Fed was willing to do about it, is significant for all of us, and is the subject 
of today’s hearing. 

If the Bank of America-Merrill Lynch merger posed a systemic risk in December 2008, 
the post-rescue merged entity continues to pose a potential systemic risk in 2009. If bad 
decisions by corporate management can have systemic consequences, then the Fed’s 
remedy in the Bank of America-Merrill case amplifies the risk posed by poor corporate 
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leadership, because it signals that incompetence practiced by the management of very 
large financial institutions will be subsidized, not punished, by government regulators. 

The Fed’s decision-making process in the Bank of America-Merrill merger makes the 
case for a significant increase in accountability at the Fed. Its regulation of systemic risk 
needs to be subject to Congressional oversight. Its interventions in markets to recover 
from the current financial crisis need to be audited by the Government Accountability 
Office, as I have proposed in a bill and in an amendment adopted unanimously by this 
committee. We can’t afford to make the Fed a Super-Regulator, as some have proposed, 
without also increasing its transparency in meaningful ways, as this Committee has 
proposed through the Kucinich amendment. 
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Chairman TOWNS. I thank the gentleman from Ohio. 

We will now yield 5 minutes to the ranking member of the Do- 
mestic Policy Subcommittee, Congressman Jordan of Ohio. 

Mr. Jordan. Thank you, Mr. Chairman. I have a brief statement 
here. 

Thank you for holding today’s hearing on the government’s in- 
volvement to purchase Merrill Lynch. I appreciate Chairman 
Bernanke’s appearance before the committee today. His testimony 
is important to bring further transparency to the role of the Fed- 
eral Government in the Bank of America-Merrill Lynch transaction 
and the overall financial crisis. 

I am troubled by the information and documents that the com- 
mittee’s investigation has uncovered. They show that Mr. Bernanke 
and Mr. Paulson threatened to fire Ken Lewis and his board of di- 
rectors in order to force the Bank of America to acquire Merrill 
Lynch. 

I recognize that these actions took place in a time of significant 
economic challenges and uncertainty, but there must be limits to 
government action even in a time of crisis, and those limits must 
be respected. We must also keep in mind that this pressure was 
exerted after many of the Nation’s banks were forced to accept tax- 
payer money through the TARP program. We know that in October 
2008, Mr. Paulson, Mr. Bernanke, Mr. Geithner, and Ms. Bair 
brought the CEOs of the largest private banks in America to the 
Treasury Department and demanded that they accept a partial na- 
tionalization of their banks. I look forward to learning more about 
Mr. Bernanke’s role in this process as well. 

Thank you again, Mr. Chairman. I would ask for unanimous con- 
sent to include in the record majority and minority reports and all 
documents referenced in those reports. 

Chairman Towns. Without objection, so ordered. 

Mr. Bernanke, it is a longstanding policy that we swear all of our 
witnesses in. Please stand and raise your right hand. 

[Witness sworn.] 

Chairman Towns. Let the record reflect that the witness an- 
swered in the affirmative. 

Mr. Bernanke, we would like for you to summarize your state- 
ment in 5 minutes, which will allow the Members to raise ques- 
tions with you. And of course, we have a light there. When it starts 
out, it starts out on green and then it goes into yellow and then 
it goes into red. Red means stop. So we thank you for that. 

Thank you very much. You may begin. 

STATEMENT OF BEN S. BERNANKE, CHAIRMAN, FEDERAL 
RESERVE BOARD 

Mr. Bernanke. Chairman Towns, Ranking Member Issa, and 
other members of the committee, I appreciate the opportunity to 
discuss the Federal Reserve’s role in the acquisition by the Bank 
of America of Merrill Lynch. 

Chairman Towns. Is the mic on, staff? Help me, because we can’t 
hear him. 

Mr. Bernanke. I believe that the Federal Reserve acted with the 
highest integrity throughout its discussion. 
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Chairman TOWNS. We are still having trouble. We have some 
senior citizens up here, and we are having trouble hearing you. Is 
there any way to turn the volume up on it? There is a backup mic 
on the floor, staff. Better. Thank you very much. 

Mr. Bernanke. I would like the full extent of my time, if I may. 

I believe that the Federal Reserve acted with the highest integ- 
rity throughout its discussions with the Bank of America regarding 
that company’s acquisition of Merrill Lynch. I will attempt in this 
testimony to respond to some of the questions that have been 
raised. 

On September 15, 2008, the Bank of America announced an 
agreement to acquire Merrill Lynch. I did not play a role in arrang- 
ing this transaction, and no Federal Reserve assistance was prom- 
ised or provided in connection with that agreement. 

As with similar transactions, the transaction was reviewed and 
approved by the Federal Reserve under the Bank Holding Com- 
pany Act in November 2008. It was subsequently approved by the 
shareholders of Bank of America and Merrill Lynch on December 
5th. The acquisition was scheduled to be closed on January 1, 2009. 

As you know, the period encompassing Bank of America’s deci- 
sion to acquire Merrill Lynch through the consummation of the 
merger was one of extreme stress in financial markets. The govern- 
ment-sponsored enterprises, Fannie Mae and Freddie Mac, were 
taken into conservatorship a week before the Bank of America deal 
was announced. That same week, Lehman Brothers failed and 
American International Group was prevented from failing only by 
extraordinary government action. Later that month, Wachovia 
faced intense liquidity pressures which threatened its viability and 
resulted in its acquisition by Wells Fargo. 

In mid-October, an aggressive international response was re- 
quired to avert a global banking meltdown. In November, the pos- 
sible destabilization of Citigroup was prevented by government ac- 
tion. 

In short, the period was one of extraordinary risk for the finan- 
cial system and the global economy, as well as for Bank of America 
and Merrill Lynch. 

On December 17, 2008, senior management of Bank of America 
informed the Federal Reserve for the first time that, because of sig- 
nificant losses at Merrill Lynch for the fourth quarter of 2008, 
Bank of America was considering not closing the Merrill Lynch ac- 
quisition. This information led to a series of meetings and discus- 
sions among Bank of America, the regulatory agencies, and the 
Treasury. 

During these discussions. Bank of America’s CEO Ken Lewis told 
us that the company was considering invoking the Material Ad- 
verse Event Clause [MAC] in the acquisition contract, in an at- 
tempt to rescind its agreement to acquire Merrill Lynch. 

In responding to Bank of America in these discussions, I ex- 
pressed concern that invoking the MAC would entail significant 
risks not only for the financial system as a whole but also for Bank 
of America itself for three reasons. 

First, in light of the extreme fragility of the financial system at 
that time, the uncertainties created by an invocation of the MAC 
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might have triggered a broader systemic crisis that could well have 
destabilized Bank of America as well as Merrill Lynch. 

Second, an attempt to invoke the MAC after 3 months of review, 
preparation, and public remarks by the management of Bank of 
America about the benefits of the acquisition would cast doubt in 
the minds of financial market participants, including the investors, 
creditors, and customers of Bank of America, about the due dili- 
gence and analysis done by the company, its capability to consum- 
mate significant acquisitions, its overall risk management proc- 
esses, and its judgment of its management. 

Third, based on our staff analysis of legal issues, we believed 
that it was highly unlikely that Bank of America would be success- 
ful in terminating the contract by invoking the MAC. Rather, an 
attempt to invoke the MAC would likely involve extended and cost- 
ly litigation with Merrill Lynch that with significant probability 
would result in Bank of America being required either to pay sub- 
stantial damages or to acquire a firm whose value would have been 
greatly reduced or destroyed by the strong negative market reac- 
tion to the announcement. 

For these reasons, I believed that, rather than invoking the 
MAC, Bank of America’s best option and the best option for the 
system was to work with the Federal Reserve and the Treasury to 
develop a contingency plan to ensure that the company would re- 
main stable should the completion of the acquisition and the an- 
nouncement of losses lead to financial stress, particularly a sudden 
pullback of funding of the type that had been experienced by 
Wachovia, Lehman, and other firms. 

Ultimately, on December 30th, the Bank of America board deter- 
mined to go forward with the acquisition. The staff of the Federal 
Reserve worked diligently with Treasury, other regulators, and 
Bank of America to put in place a package that would help shore 
up the combined companies’ financial position and reduce the risk 
of market disruption. The plan was completed in time to be an- 
nounced simultaneously with Bank of America’s public earnings 
announcement which had been moved forward to January 16th 
from January 20th. The package included an additional $20 billion 
equity investment from the Troubled Asset Relief Program and a 
loss protection arrangement, or RingFence, for a pool of assets val- 
ued at about $118 billion. The RingFence arrangement has not 
been consummated, and Bank of America now believes that, in 
light of the general improvement in the markets, this protection is 
no longer needed. 

Importantly, the decision to go forward with the merger rightly 
remained in the hands of Bank of America’s board and manage- 
ment, and they were obligated to make the choice that they be- 
lieved was in the best interest of the shareholders and the com- 
pany. I did not tell Bank of America’s management that the Fed- 
eral Reserve would take action against the board or management 
if they decided to proceed with the MAC. Moreover, I did not in- 
struct anyone to indicate to Bank of America that the Federal Re- 
serve would take any particular action under those circumstances. 
I agreed with the view of others that the invocation of the MAC 
clause in this case involved significant risk for Bank of America as 
well as for Merrill Lynch and the financial system as a whole, and 
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it was this concern that I communicated to Mr. Lewis and his col- 
leagues. 

The Federal Reserve also acted appropriately regarding issues of 
public disclosure. As I wrote in a letter to this committee, neither 
I nor any member of the Federal Reserve ever directed, instructed, 
or advised Bank of America to withhold from public disclosure any 
information relating to Merrill Lynch, including its losses, com- 
pensation packages, or bonuses, or any other related matter. These 
disclosure obligations belonged squarely with the company, and the 
Federal Reserve did not interfere with the company’s disclosure de- 
cisions. 

The Federal Reserve had a legitimate interest in knowing when 
Bank of America or Merrill Lynch intended to disclose those losses 
at Merrill Lynch. Given the fragility of the financial markets at 
that time, we were concerned about the potential for a strong ad- 
verse market reaction to the reports of significant losses at Merrill 
Lynch. If Federal Reserve assistance to stabilize these companies 
were to be effective, the necessary facilities would have to be in 
place as of the disclosure date. Thus, our planning was importantly 
influenced by the company’s planned disclosure schedule, but the 
decisions and responsibilities regarding public disclosure always re- 
mained, as it should, with the companies themselves. 

A related question is whether there should have been earlier dis- 
closure of the aid provided by the U.S. Government to Bank of 
America. Importantly, there was no commitment on the part of the 
Government regarding the size or structure of the transaction until 
very late in the process. 

Although we had indicated to Bank of America in December that 
the Government would provide assistance, if necessary, to keep the 
company from being destabilized, as it had done in other cases dur- 
ing this time of extraordinary stress in financial markets, those De- 
cember discussions were followed in January by significant and in- 
tense negotiations involving Bank of America, the Federal Reserve, 
the Treasury, the Federal Deposit Insurance Corporation, and the 
Office of the Comptroller of the Currency regarding many key as- 
pects of the assistance transaction, including the type of assistance 
to be provided, the size of the protection, the assets to be covered, 
the terms for payments, the fees, and the length of the facility. The 
agreement in principle on these items was reflected in a term sheet 
that was not finalized until just before its public release on Janu- 
ary 16, 2009. The Federal Reserve Board and the Treasury com- 
pletely and appropriately disclosed the information as required by 
the Congress in the Emergency Economic Stabilization Act of 2008. 

In retrospect, I believe that our actions in this episode, including 
the development of an assistance package that facilitated the con- 
summation of Bank of America’s acquisition of Merrill Lynch, were 
done not only with the highest integrity but have strengthened 
both companies while enhancing the stability of the financial mar- 
kets and protecting the taxpayers. These actions were taken under 
highly unusual circumstances in the face of grave threats to our fi- 
nancial system and our economy. To avoid such situations in the 
future, it is critical that the administration, the Congress, and the 
regulatory agencies work together to develop a new framework that 
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strengthens and expands supervisory oversight and includes a 
broader range of tools to promote financial stability. 

I would be pleased to take your questions. Thank you. 

[The prepared statement of Mr. Bernanke follows:] 
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Chairman Towns, Ranking Member Issa, and other members of the Committee, 

I appreciate the opportunity to discuss the Federal Reserve’s role in the acquisition by the Bank 
of America Corporation of Merrill Lynch & Co., Inc. I believe that the Federal Reserve acted 
with the highest integrity throughout its discussions with Bank of America regarding that 
company’s acquisition of Merrill Lynch. I will attempt in this testimony to respond to some of 
the questions that have been raised. 

Background 

On September 15, 2008, Bank of America announced an agreement to acquire Merrill 
Lynch. I did not play a role in arranging this transaction and no Federal Reserve assistance was 
promised or provided in connection with that agreement. As with similar transactions, the 
transaction was reviewed and approved by the Federal Reserve under the Bank Holding 
Company Act in November 2008. It was subsequently approved by the shareholders of Bank of 
America and Merrill Lynch on December 5. 2008. The acquisition was scheduled to be closed 
on January 1, 2009. 

As you know, the period encompassing Bank of America’s decision to acquire Merrill 
Lynch through the consummation of the merger was one of extreme stress in financial markets. 
The government-sponsored enterprises, Fannie Mae and Freddie Mac, were taken into 
conservatorship a week before the Bank of America deal was announced. That same week, 
Lehman Brothers failed, and American International Group was prevented from failing only by 
extraordinary government action. Later that month, Wachovia faced intense liquidity pressures 
which threatened its viability and resulted in its acquisition by Wells Fargo. In mid-October, an 
aggressive international response was required to avert a global banking meltdown. In 
November, the possible destabilization of Citigroup was prevented by government action. In 
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short, the period was one of extraordinary risk for the financial system and the global economy, 
as well as for Bank of America and Merrill Lynch. 

Discussions Regarding the Possible Termination of Agreement to Acquire Merrill Lynch 

On December 1 7, 2008, senior management of Bank of America informed the Federal 
Reserve for the first time that, because of significant losses at Merrill Lynch for the fourth 
quarter of 2008, Bank of America was considering not closing the Merrill Lynch acquisition. 
This information led to a series of meetings and discussions among Bank of America, the 
regulatory agencies, and Treasury. During these discussions. Bank of America’s CEO, Ken 
Lewis, told us that the company was considering invoking the Material Adverse Event clause in 
the acquisition contract, known as the MAC, in an attempt to rescind its agreement to acquire 
Merrill Lynch. 

In responding to Bank of America in these discussions, 1 expressed concern that invoking 
the MAC would entail significant risks, not only for the financial system as a whole but also for 
Bank of America itself, for three reasons. First, in light of the extreme fragility of the financial 
system at the time, the uncertainties created by an invocation of the MAC might have triggered a 
broader systemic crisis that could well have destabilized Bank of America as well as Merrill 
Lynch. Second, an attempt to invoke the MAC after three months of review, preparation, and 
public remarks by the management of Bank of America about the benefits of the acquisition 
would cast doubt in the minds of financial market participants— including the investors, creditors, 
and customers of Bank of America-about the due diligence and analysis done by the company, 
its capability to consummate significant acquisitions, its overall risk-management processes, and 
the judgment of its management. Third, based on our staff analysis of the legal issues, we 
believed that it was highly unlikely that Bank of America would be successful in terminating the 
contract by invoking the MAC. Rather, an attempt to invoke the MAC would likely involve 
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extended and cosily litigation with Merrill Lynch that, with significant probability, would result 
in Bank of America being required either to pay substantial damages or to acquire a firm whose 
value would have been greatly reduced or destroyed by a strong negative market reaction to the 
announcement. For these reasons, I believed that, rather than invoking the MAC, Bank of 
America's best option, and the best option for the system, was to work with the Federal Reserve 
and the Treasury to develop a contingency plan to ensure that the company would remain stable 
should the completion of the acquisition and the announcement of losses lead to financial stress, 
particularly a sudden pullback of funding of the type that had been experienced by Wachovia, 
Lehman, and other firms. 

Ultimately, on December 30, the Bank of America board determined to go forward with 
the acquisition. The staff of the Federal Reserve worked diligently with Trea.sury, other 
regulators, and Bank of America to put in place a package that would help to shore up the 
combined company’s financial position and reduce the risk of market disruption. The plan was 
completed in time to be announced simultaneously with Bank of America’s public earnings 
announcement, which had been moved forward to January 16, 2009, from January 20, 2009. The 
package included an additional $20 billion equity investment from the Troubled Asset Relief 
Program and a loss-protection arrangement, or ring fence, for a pool of assets valued at about 
$1 18 billion. The ring-fence arrangement has not been consummated, and Bank of America now 
believes that, in light of the general improvement in the markets, this protection is no longer 
needed. 

Importantly, the decision to go forward with the merger rightly remained in the hands of 


Bank of America’s board and management, and they were obligated to make the choice they 
believed was in the best interest of their shareholders and company. I did not tell Bank of 
America’s management that the Federal Re.serve would take action against the board or 
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management if they decided to proceed with the MAC. Moreover, 1 did not instruct anyone to 
indicate to Bank of America that the Federal Re.serve would take any particular action under 
those circumstances, 1 agreed with the view of others that the invocation of the MAC clause in 
this case involved significant risk for Bank of America, as well as for Merrill Lynch and the 
financial system as a whole, and it was this concern that 1 communicated to Mr. Lewis and his 
colleagues. 

Disclosures 

The Federal Reserve also acted appropriately regarding is.sues of public disclosure. As I 
wrote in a letter to this Committee, neither 1 nor any member of the Federal Reserve ever 
directed, instructed, or advised Bank of America to withhold from public disclosure any 
information relating to Merrill Lynch, including its losses, compensation packages or bonuses, or 
any other related matter. These disclosure obligations belong squarely with the company, and 
the Federal Reserve did not interfere in the company’s disclosure decisions. 

The Federal Reserve had a legitimate interest in knowing when Bank of America or 
Merrill Lynch intended to disclose the losses at Merrill Lynch. Given the fragility of the 
financial markets at that time, we were concerned about the potential for a strong, adverse 
market reaction to the reports of significant losses at Merrill Lynch. If federal assistance to 
stabilize these companies were to be effective, the necessary facilities would have to be in place 
as of the disclosure date. Thus, our planning was importantly influenced by the companies’ 
planned disclosure schedule. But the decisions and responsibilities regarding public disclosure 
always remained, as it should, with the companies themselves. 

A related question is whether there should have been earlier disclosure of the aid 
provided by the U.S. government to Bank of America. Importantly, there was no commitment 
on the part of the government regarding the size or structure of the transaction until very late in 
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the process. Although wc had indicated to Bank of America in December that the government 
would provide assistance if necessary to keep the company from being destabilized, as it had 
done in other cases during this time of extraordinary stress in the financial markets, those 
December discussions were followed in January by significant and intense negotiations 
involving Bank of America, the Federal Reserve, the Treasury, the Federal Deposit Insurance 
Corporation, and the Office of the Comptroller of the Currency regarding many key aspects of 
the assistance transaction, including the type of assistance to be provided, the size of the 
protection, the assets to be covered, the terms for payments, the fees, and the length of the 
facility. The agreement in principle on these items was reflected in a term sheet that was not 
finalized until just before its public release on January 16, 2009. The Federal Reserve Board and 
the Treasury completely and appropriately disclosed the information as required by the Congress 
in the Emergency Economic Stabilization Act of 2008. 

In retrospect, I believe that our actions in this episode, including the development of an 
assistance package that facilitated the consummation of Bank of America’s acquisition of Merrill 
Lynch, were not only done with the highest integrity, but have strengthened both companies 
while enhancing the stability of the financial markets and protecting the taxpayers. These 
actions were taken under highly unusual circumstances in the face of grave threats to our 
financial system and our economy. To avoid such situations in the future, it is critical that the 
Administration, the Congress, and the regulatory agencies work together to develop a new 
framework that strengthens and expands supervisory oversight and includes a broader range of 
tools to promote financial stability. 

I would be pleased to take your questions. 
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Chairman Towns. Thank you very much for your testimony. I 
will begin with questions. And then, of course, we will allow each 
Member to have questions. 

Chairman Bernanke, did you instruct Hank Paulson to tell Ken 
Lewis that he and his board would be fired if they backed out of 
the Merrill deal? 

Mr. Bernanke. I did not. 

Chairman TOWNS. Well, I understand that Mr. Paulson told Mr. 
Cuomo that you did. I just want to share that with you. 

Mr. Bernanke. I did not instruct Mr. Paulson or anyone else to 
convey such a threat or message to Mr. Lewis. 

Chairman Towns. Did you personally tell Mr. Lewis that you 
would fire him or remove the Bank of America board if Mr. Lewis 
backed out of the Merrill Lynch deal? 

Mr. Bernanke. I did not. 

Chairman Towns. Ken Lewis testified under oath here and also 
told his board of directors that you and Mr. Paulson made verbal 
commitments to him in December 2008 to provide Bank of America 
with enough money to fill the hole created by the $12 billion loss 
created by Merrill Lynch. 

In December 2008, did you promise Mr. Lewis that you would 
provide Bank of America with enough capital to fill the $12 billion 
hole created by the losses at Merrill Lynch? 

Mr. Bernanke. I did not promise any specific amount of money. 
What was committed was the commitment of the government to 
work in good faith with Bank of America to develop a contingency 
plan that would ensure the viability of the company in case of a 
financial crisis. 

Chairman TOWNS. Chairman Bernanke, in an e-mail the commit- 
tee recently obtained under subpoena a top employee of the New 
York Federal Reserve communicates with your general counsel re- 
garding questions the SEC had about the Bank of America bailout. 

Can you explain why Bank of America would complain about 
someone talking to the SEC and why it appears that Federal Re- 
serve employees were not completely forthcoming with the SEC 
about what was going on at Bank of America? 

Mr. Bernanke. Chairman, I can’t speak for Bank of America, but 
I will explain the Federal Reserve’s position. 

First of all, the Federal Reserve throughout this process has 
worked closely and collaboratively with the other regulatory agen- 
cies. As you know, the SEC has two specific functions. One relates 
to disclosure. And the Federal Reserve had no issues relating to 
disclosure. Those were issues for Bank of America and its share- 
holders. 

Its second function has to do with oversight regulation. In that 
capacity, I am sure the SEC already knew about the losses at Mer- 
rill Lynch. From our perspective, the issue was that we needed to 
work with Bank of America to develop a package that assured the 
viability of the company in case of financial instability. The Bank 
of America’s regulators besides ourselves were the Office of the 
Comptroller of the Currency and the Federal Deposit Insurance 
Corporation, whom we involved continually throughout the process 
and which I personally spoke to both John Dugan and Sheila Bair 
to make sure they were informed about the situation. 
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Chairman TOWNS. So you are saying you were forthcoming? 

Mr. Bernanke. I was, indeed, as appropriate with the other 
agencies. 

Chairman Towns. In another e-mail we obtained recently, the 
head of the FDIC says to you there is strong discomfort with the 
Bank of America bailout package, and that the FDIC board does 
not want to do this. 

Mr. Bernanke, what were the concerns at the FDIC about the 
Bank of America’s bailout? And why did you and the Treasury De- 
partment go through with the bailout despite the concerns that the 
FDIC had? 

Mr. Bernanke. My recollection of the FDIC’s concerns were not 
with the issues of trying to prevent instability. Their concern was 
the FDIC’s own financial exposure to the deal. They noted that 
Merrill Lynch was not a bank and, therefore, they wanted to be 
sure to restrict whatever financial resources they committed to be 
relevant to the bank rather than to the acquired company. So they 
had concerns about the structure of the deal as it related to their 
own financial exposure, but in the end of course they did agree to 
contribute to the arrangement that the government put together. 

Chairman TOWNS. Ken Lewis told the committee 2 weeks ago 
that he called you and asked you to put in writing the verbal com- 
mitment he said you and Hank Paulson made to him regarding a 
government bailout of the Merrill Lynch deal. What did he say to 
you exactly during that phone call? 

Mr. Bernanke. He wanted to know if we could provide a written 
description of the commitment that he could use with his board. 
We were unable to provide such written description because we did 
not have any deal. We didn’t have a transaction completed at that 
point, and so there was nothing specific that we could commit to. 
All we had was a good-faith agreement to work together to find 
some arrangement that would help avoid destabilization of the 
Bank of America. 

Chairman TOWNS. My time has expired. I yield to the ranking 
member from California. 

Mr. ISSA. Thank you, Mr. Chairman. 

Following up on the chairman’s line of questioning, you said you 
kept the OCC informed and had personal conversations. Can you 
explain from your own information you provided to us why Brian 
Peters of the Federal Reserve Bank in New York would say: “Given 
the presence of the OCC on the call, I think we should not discuss 
or reference the call with Ken Lewis and Paulson?” 

Mr. Bernanke. I don’t know precisely what motivated that. All 
I can tell you is that on the 21st we had two conference calls which 
I participated in and which John Dugan participated in, and we 
provided him with all the information that I was aware of at that 
time. 

Mr. IssA. The e-mail that we received from Jeffrey Lacker, Fed- 
eral Reserve Bank of Richmond, that indicates that in fact they felt 
there was pressure related to the MAC, how do you explain that? 
Is that just another independent person that misunderstood? 

Mr. Bernanke. Well, I don’t recall the details of that conversa- 
tion, but I would like to make two points. First, as I was 
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Mr. IssA. Let me just give you the details to make it accurate. 
“Just had a long talk with Ben (Bernanke). Says that they think 
the MAC threat is irrelevant because it is not credible. Also intends 
to make it even more clearer that if they play that card and they 
need assistance, management is gone.” 

Now, is he misunderstanding the conversation he had with you 
in those quotations? 

Mr. Bernanke. I don’t recollect everything that was said in that 
conversation. I would just like to make again two points, if I may. 

Mr. IssA. I would like to have your recollection. Do you believe 
that he is incorrect, according to your recollection? Because he is 
saying in a nutshell you planned to make a threat. Now, you may 
not have done it, but he is saying you planned. Is he lying? 

Mr. Bernanke. I don’t recollect the details of that conversation. 
I would like to say two things, if I may. First, that as you point 
out, I never did make a threat. I never did raise this issue with 
Ken Lewis/Bank of America. 

Mr. IsSA. Did you think that pulling the trigger on the MAC was 
a bargaining chip? 

Mr. Bernanke. May I make my second point? 

Mr. IsSA. Briefly. 

Mr. Bernanke. I would just like to point out that what Mr. 
Lacker referred to was not — he didn’t say that if Lewis were to in- 
voke the MAC that he would be fired. He said that if he invoked 
the MAC and he required assistance, then there would be con- 
sequences. I think if somebody makes a decision that results in 
their company failing and being rescued by the government, I think 
there should be consequences for it. 

Mr. IsSA. Let’s go through the MAC. You threw money in almost 
on a daily basis without informing Congress that you planned to 
do it because events were moving that quickly that you discovered, 
and officers and directors of company after company, AIG, 
Wachovia, you name it, made these discoveries and came to you 
and you became aware of it on a daily basis. Isn’t that true? 

Mr. Bernanke. We learned about some of these problems at a 
very late date. That is true. 

Mr. IssA. Let me put this in perspective. The Fed, the Treasury, 
the SEC, the FDIC, they were unable to predict on a day-by-day 
basis who was going to be next. That is what we all saw publicly 
and privately here. So why is it that between September and De- 
cember, one would think it is an absence of fair due diligence to 
discover that a company that you are seeking to acquire, that we 
held hearings on because of Stan O’Neal’s alleged mismanagement 
of that company, had deteriorated quickly and that they had not 
anticipated toxic assets going bad quickly? Why would that be un- 
reasonable to assume in a deal in the environment in which day 
after day after day you are watching collapses of 100-year-old busi- 
nesses? 

Mr. Bernanke. Well, we did raise the question of whether or not 
the Bank of America should have discovered those losses earlier. 
But that wasn’t the relevant question for us in terms of maintain- 
ing the stability of the financial system going forward. 

Mr. IssA. But we are not talking about the stability of the finan- 
cial systems. You said that you had three good reasons that BofA 
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should not pull out. And one of them was that their credibility 
would be adversely affected and the whole market would be ad- 
versely affected if they could not have predicted in 2 months of due 
diligence by a company trying to get high dollar, in this case high 
stock exchange, in the transactions. So you have an arm’s-length 
transaction in which people are trying to tell you only what they 
need to tell you to get the highest stock. And you are saying that, 
basically, in one of your three points that they would be viewed as 
inept. 

Well, if I understand correctly, day after day after day’s regu- 
lators were discovering, oh — “blank” — another one’s dropping and 
the market is seizing up. 

In that environment, wouldn’t it have been just as easy to say, 
you are looking at invoking the MAC? What are you trying to get 
to? Is your 80 cents to $1 exchange rate of stock — is it in fact mate- 
rially different? And would you still go through with the deal but 
just at a slightly different amount? 

Wouldn’t that be the ordinary effect, rather than to say, directly 
and indirectly, a number of people clearly communicated, including 
Paulson, that they would in fact have to go through with this deal 
or else? 

Mr. Bernanke. It was my view and the view of our staff that if 
they tried to invoke the MAC, that the market would understand 
that the chances of their actually consummating; that is, of the 
MAC being successful, was quite low. As a result, both Merrill 
Lynch and Bank of America would probably be affected by a finan- 
cial crisis at that moment. And that was our concern. 

Mr. ISSA. Thank you, Mr. Chairman. 

Chairman TOWNS. The gentleman’s time has expired. I now yield 
5 minutes to the gentleman from Ohio, Congressman Kucinich. 

Mr. Kucinich. Chairman Bernanke, our investigation reveals 
that staff at the Fed quickly came to the conclusion that Ken 
Lewis’ representations to the government in the meeting of Decem- 
ber 17, 2008, were, as one put it, somewhat suspect. At the appro- 
priate time I am going to insert into the record a number of docu- 
ments that show that senior staff and officials at the Fed believed, 
in contradiction to Ken Lewis’ representations, that Bank of Amer- 
ica failed to do adequate due diligence in acquiring Merrill Lynch. 
The Fed found that Bank of America had known about accelerating 
losses at Merrill since mid-November, when shareholders could 
have used that information to decide on ratification of the merger. 
Your colleague. Governor Warsh, doubted the competence of Bank 
of America’s top management to address the problems at Merrill 
and at Bank of America, writing to you, “Spoke with BOA folks 
this morning, mostly Joe Price, CFO, did not instill a ton of con- 
fidence that they have a comprehensive handle on this situation.” 

And the senior lawyer at the Fed believed that Bank of America 
could be in violation of securities laws for failing to inform share- 
holders about the Merrill losses known in mid-November. And this 
is writing to you. “Lewis should have been aware of the problem 
at Merrill Lynch earlier, perhaps as early as mid-November and 
not caught by surprise. That could cause other problems for him 
around the disclosures BA made for the shareholder vote.” 
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Chairman Bernanke, did you agree with your senior staff and 
colleagues at the Fed who had drawn those unflattering conclu- 
sions about Ken Lewis’ management of Bank of America? 

Mr. Bernanke. The staff and the principals at the Fed had seri- 
ous concerns and questions about 

Mr. Kucinich. Did you have serious concerns? 

Mr. Bernanke. I did have concerns and questions. But 

Mr. Kucinich. About the characteristics of the management? 

Mr. Bernanke. I did have concerns. Yes. 

Mr. Kucinich. Our investigation also finds that there was con- 
siderable interest at the staff level in the Fed to attach meaningful 
conditions to whatever aid package you gave Bank of America be- 
cause of doubts about the quality of management of Bank of Amer- 
ica. However, it is not evident, that you, yourself, had an interest 
in increasing accountability of Bank of America’s management. 

In talking points prepared by your staff for a conversation you 
would have with Bank of America, a number of restrictions were 
seriously proposed to accompany any Federal aid to Bank of Amer- 
ica. I would like to go through some of these suggested conditions, 
and assess whether you in fact imposed those conditions on Bank 
of America. 

Did you require any changes in Bank of America’s top manage- 
ment in view of the considerable evidence amassed by your staff 
that Ken Lewis had not done adequate due diligence and may have 
committed securities fraud? 

Mr. Bernanke. Subsequently to the transaction, we have asked 
and required Bank of America to look at its top management, and 
they have made changes in their board. 

Mr. Kucinich. Was that a yes or a no? 

Mr. Bernanke. The answer is, yes, we have done that. 

Mr. Kucinich. OK. Did you require more severe executive com- 
pensation limitations for Bank of America than had been required 
under the TARP program in which the conditions were deliberately 
not intended to be onerous so as to maximize participation by 
banks that did not need financial assistance? 

Mr. Bernanke. I believe the executive compensation restrictions 
that were imposed were those — the standard ones but the ones as- 
sociated with extraordinary actions on the TARP. 

Mr. Kucinich. Did you require any limitation on various types 
of corporate expenses with Bank of America, other than those it 
had already imposed on itself? 

Mr. Bernanke. Not that I recall. 

Mr. Kucinich. Did you require a government foreclosure policy, 
such as was imposed by the FDIC in the case of IndyMac. 

Mr. Bernanke. Yes. I believe we did. I believe we did. 

Mr. Kucinich. Do you know for sure? 

Mr. Bernanke. I will get back to you, but it is my belief that we 
did. 

Mr. Kucinich. We need to know that. 

Now, Chairman Bernanke, isn’t it true that there was a high- 
level concern at the Fed about neglecting the opportunity to press 
for greater accountability in Bank of America’s corporate manage- 
ment? 
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Let me direct your attention to an e-mail sent to you by Eric 
Rosengren, President of the Boston Fed. It says, “Dear Ben, I am 
concerned if we too quickly move to a RingFence strategy, particu- 
larly if we believe that existing management is a significant source 
of the problem and that they do not have a good grasp of the extent 
of their problems and appropriate strategies to resolve them. I 
think it is instructive to look at the example of the Royal Bank of 
Scotland, the U.K., replace senior management. The bank is main- 
taining operations without significant disruptions. I would not 
want to discard this option prematurely.” That is a quote. 

Chairman Bernanke, Ken Lewis came to you with a story that 
the Fed didn’t believe. You were getting advice from your staff and 
from peers that considerable concessions should be required of 
Bank of America because of concern about the quality of top man- 
agement, and yet you decided to give the aid away without any 
meaningful changes to Bank of America’s corporate management or 
its compensation policies. 

How do you explain that, Mr. Chairman. 

Mr. Bernanke. Congressman, the supervisory process is not a 
one time thing. It is an ongoing process. And in our ongoing super- 
visory process we have made demands of the Bank of America in 
terms of their management. 

Mr. Kucinich. So you give them the money first and then you 
start supervising? 

Mr. Bernanke. Well, we have the ability to insist on these 
changes at any point. 

Mr. Kucinich. Thank you, Mr. Chairman. 

Chairman TOWNS. Thank you very much. I now yield to the gen- 
tleman from Indiana, Mr. Burton. 

Mr. Burton. Is Mr. Lewis lying? 

Mr. Bernanke. With respect to what, sir? 

Mr. Burton. I said is Mr. Lewis lying when he tells this commit- 
tee that you put pressure on him along with Mr. Paulson? 

Mr. Bernanke. All I know is that I never said that I would re- 
place the board and management if he invoked the MAC. 

Mr. Burton. What did you say? Sometimes there is an implica- 
tion without a direct order. 

Mr. Bernanke. I expressed concerns about the effects of invoking 
the MAC both on the financial system and on the Bank of America 
itself, expressed those concerns, which is appropriate. But it was 
always his decision whether or not to go ahead and take that deci- 
sion. 

Mr. Burton. Did Mr. Paulson lie when he told Mr. Cuomo that 
he was acting under your suggestions or orders to tell them that 
the board would be fired if they didn’t comply? 

Mr. Bernanke. I believe he has modified that statement. I did 
not tell Mr. Paulson 

Mr. Burton. What did you tell him? 

Mr. Bernanke. I didn’t tell him anything like that. 

Mr. Burton. What did you tell him? You say you didn’t tell him 
anything like that. 

Mr. Bernanke. Mr. Paulson and I had conversation on a variety 
of matters. All I can say is I am sure that I never told him to con- 
vey such a message to Ken Lewis. 
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Mr. Burton. Mr. Paulson says in a letter from New York Attor- 
ney General Andrew Cuomo to Congress, told him that Paulson 
made the threat at the request of Bernanke. That is not correct? 

Mr. Bernanke. No. 

Mr. Burton. Did you say he modified his statement? How did he 
modify his statement? We don’t have any information. 

Mr. Bernanke. He issued a statement to the effect that he did 
not receive that information from me, that he made inferences but 
he did not — as far as I know, he modified his statement on that 
particular issue. 

Mr. Burton. How about Mr. Lacker? Is he lying? 

Mr. Bernanke. He is summarizing a long conversation. I don’t 
recall exactly what was said. 

Mr. Burton. “Just had a long talk with Ben. Says they think the 
MAC threat is irrelevant because it is not credible. Also intends to 
make it even more clear that if they play that card and then need 
assistance, management is gone.” You didn’t say anything like 
that? 

Mr. Bernanke. I don’t know if I did or not. 

Mr. Burton. You know one of the things, I was chairman of this 
committee for 6 years and we did a lot of investigating. One of the 
things that I learned was in order to keep people from perjuring 
themselves they couldn’t remember anything. 

Are you sure you can’t remember? 

Mr. Bernanke. I am sure I can’t remember. But I think it is im- 
portant to note that whatever conversation I had with Mr. Lacker, 
who is a Federal Reserve official, that I did not — in subsequent 
conversations with Mr. Lewis did not make that threat. 

Mr. Burton. Why did you keep the SEC in the dark? 

Mr. Bernanke. I did not keep the SEC in the dark. We were 
working carefully and closely with our other regulatory agencies. 
The agencies that were most relevant for the Bank of America dis- 
cussion were those that were involved in regulating the Bank of 
America and in the transaction. That would have been the Treas- 
ury, the Federal Deposit Insurance Corporation and the Office of 
the Comptroller of the Currency, who were well-informed. 

Mr. Burton. Well, according to the New York Attorney General, 
Mr. Cuomo, Hank Paulson said that he intentionally kept the SEC 
out of the loop about your efforts to police the Bank of America 
merger with Merrill Lynch. This seems to be backed up by the fol- 
lowing exchange between your General Counsel Scott Alvarez and 
a New York Fed official: “The New York Fed officials asked have 
we conveyed anything to the SEC regarding the Bank of America 
situation? They know something is up. How much, if anything, has 
been shared with the SEC?” Mr. Alvarez has replied, “I have not 
discussed this with the SEC. Bank of America has complained that 
someone did talk to the SEC with the result that the SEC called 
late last week to say that they heard the Bank of America was ne- 
gotiating a Citi type deal with the U.S. Government and to ask 
Bank of America to explain the unexpectedly high losses at Merrill 
Lynch.” 

You didn’t direct any of those? 

Mr. Bernanke. I did not. 

Mr. Burton. Does Mr. Alvarez work for you? 
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Mr. Bernanke. He does. 

Mr. Burton. He does? He did this on his own? 

Mr. Bernanke. Again, I would emphasize that the issues at 
hand did not directly involve the SEC. They involved the OCC 

Mr. Burton. Are you his boss? 

Mr. Bernanke. I’m sorry. 

Mr. Burton. Are you his boss? 

Mr. Bernanke. Yes. 

Mr. Burton. Mr. Alvarez. 

Mr. Bernanke. I am. 

Mr. Burton. Would he do something like this, make this kind 
of a statement that could cause these kinds of problems without 
your authority? 

Mr. Bernanke. I didn’t have any knowledge of this particular ex- 
change. And again, the rationale for it, as I understand now, hav- 
ing discussed it with him, is that the agencies that were relevant 
to our transaction were the FDIC, the OCC, and the Treasury. 
That is the ones that we kept closest in communication. 

Chairman TOWNS. The gentleman’s time has expired. Mr. Foster 
from Illinois. 

Mr. Foster. Thank you for appearing here. Chairman Bernanke. 
I appreciate it and I am sure everyone here does. 

Just for clarity, at any point in these negotiations did you or any- 
one you know of point out to Mr. Lewis that the government agen- 
cies had the power to remove him and/or the Bank of America 
board? 

Mr. Bernanke. I did not. 

Mr. Foster. Now, without any specific reference to the case at 
hand, do you believe that there are circumstances in which the 
CEO of a systemically important firm might be expected to have 
his shareholders take a bullet to protect the overall health of the 
economy in a crisis situation? 

Mr. Bernanke. No. That is not appropriate under supervisory 
practice, and we have not done that. 

Mr. Foster. So do you believe that there is any need for any ad- 
ditional legal clarity about the duties of a CEO to the shareholders, 
to the regulators, and to the overall economy in times of systemic 
crisis? 

Mr. Bernanke. Well, that might be something for Congress to 
consider, but I think the rules as they currently stand are quite 
clear that you can’t force somebody to take actions against the in- 
terest of that company for systemic reasons alone. 

Mr. Foster. So you did not sense at any time in this that there 
were ambiguities that would be better if they had been made ex- 
plicit in law? 

Mr. Bernanke. It was always clear in our thinking and in our 
advice to Mr. Lewis that it was not just an issue with the financial 
system but also an issue of Bank of America specifically that was 
at risk and that he should take that into consideration when he 
made his decision. 

Mr. Foster. So it was the indirect benefits to the shareholders 
from not having the whole system collapse that he was optimizing 
for? 

Mr. Bernanke. Correct. 
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Mr. Foster. Now, if you accepted that Federal recapitalization of 
both Merrill and Bank of America were probably inevitable, do you 
think that the net effect of the merger was just representative of 
the reshuffling around of the total funds that we would eventually 
have to commit or do you think it is a more complicated situation 
than that? 

Mr. Bernanke. No, I think the combination strengthened the 
two companies and particular what we learned during the crisis 
was that the investment banking model was not very stable, that 
it was subject to funding problems. By combining Bank of America, 
with a large retail deposit base, it was possible to solve some of 
those funding problems to some extent. 

Mr. Foster. Thanks again. I yield back the balance of my time. 

Chairman Towns. I yield to the gentleman from Ohio, Mr. Jor- 
dan. 

Mr. Jordan. Thank you, Mr. Chairman. Chairman Bernanke, let 
me go back to what I think sort of starts this pattern of pressure 
on behalf of the government, pattern of intimidation. I want to go 
back to the October 13th initial meeting that my understanding is 
you, Mr. Paulson, Ms. Bair, Mr. Geithner had the nine biggest 
banks come here to Washington. Was that meeting something that 
you and Mr. Paulson decided needed to happen? Was that your 
call, his call? How did that happen? 

Mr. Bernanke. My recollection is Mr. Paulson’s decision. But we 
all participated in that meeting. 

Mr. Jordan. Mr. Lewis in his testimony a few weeks ago he said 
the meeting — he described the meeting with the four of you on one 
side, the nine CEOs of the banks on another. They were given a 
form to sign where they had to write in the amount of TARP 
money, bailout money that they felt that was needed or that you 
suggested. The impression he left with this committee was that 
they had to comply. In fact, I asked him permanently. Did anyone 
express any reservations at that meeting about accepting taxpayer 
money? He said, yes, one of the other CEOs in fact did express res- 
ervations. Nevertheless, they signed that. He also indicated that 
the entire meeting took less than an hour. 

Is that an accurate description of what took place in that meet- 
ing? 

Mr. Bernanke. I think the time was less than an hour. Yes. 

Mr. Jordan. And he also said when I asked him did he know 
what the meeting was going to be about when he came here to 
Washington, he informed the committee that he had no idea it was 
going to be about signing a form being forced to accept TARP 
money. 

Is that accurate? 

Mr. Bernanke. I don’t know. 

Mr. Jordan. Well, let me ask it this way. Did you inform the 
nine CEOs of the banks who were called to Washington that the 
meeting was going to be about them taking TARP money from the 
legislation that had just enabled that to happen that frankly had 
just been passed 2 weeks prior to that? 

Mr. Bernanke. I was not in contact with the nine CEOs. I think 
the Treasury was in contact with them. 
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Mr. Jordan. Do you believe that Mr. Paulson let them know 
what the meeting was about? 

Mr. Bernanke. I do not know. 

Mr. Jordan. But the recollection of how I described the meeting 
and how Mr. Lewis described the meeting, that is in fact what took 
place that day? Less than an hour, nine CEOs given a form they 
had to sign saying they were going to take a certain amount of gov- 
ernment money. 

Mr. Bernanke. Mr. Paulson strongly urged them to take capital 
and argued that, given what was going on in the world at that 
time, which was a global financial crisis, that it was very much in 
their interest and the interest of the financial system for them to 
do so, and they signed the forms. 

Mr. Jordan. Again, Mr. Lewis felt like they had to sign that 
form, had to comply, based on the testimony he gave this commit- 
tee. Then we jump forward 2 months ahead to December, and we 
have the e-mail and letter that both Mr. Issa and Mr. Burton had 
brought up. The letter that Mr. Cuomo a New York AG sent to 
Members of Congress, where he said. Secretary Paulson has in- 
formed us that he made the threat dealing with the Merrill Lynch 
acquisition at the request of Chairman Bernanke. 

We also have the e-mail from Mr. Lacker, the Richmond Fed 
chairman talking about, just had a long talk with Mr. Bernanke, 
who says that I think the MAC threat is irrelevant because it is 
not credible, also tends to make it even more clear that if they play 
that card and they need assistance management is gone. 

And then the third one I would point out, too, is the e-mail from 
Mr. Angulo at the New York Fed which deals with the disclosure 
concern. Also this is in December of last year where he says: “I 
think I will ask Merrill Lynch a current estimate of the fourth 
quarter.” 

And he makes a statement: “If I get a sense that Merrill Lynch 
is leaning toward an early January filing, I will try to steer them 
toward a later filing.” 

I mean, I guess what I am trying to point out is you have all this 
pattern here and — which, as I asked Mr. Lewis when he was here, 
if what took place at the October 13th had an impact on his deci- 
sionmaking, his thought process, as he moves through this dealings 
in December with you and with Treasury relative to the Merrill 
Lynch acquisition. 

Do you see how a reasonable person could reach the conclusion 
that there, in fact, was this pattern of pressure from the govern- 
ment? 

Mr. Bernanke. No, not if you’re sufficiently informed. As I said, 
I did not tell Mr. Paulson to convey any threats. The e-mail from 
Mr. Lacker was a summary of a long conversation. It very explicitly 
said that problems with the management would be related to their 
needing assistance in an emergency situation. And as I said 

Mr. Jordan. Need assistance? They already had assistance. You 
made him take it on October 13th. So I don’t see how those two 
clauses — ^you made that point when Mr. Issa was questioning you. 
They already had assistance. You made them take $15 billion Octo- 
ber 13th. 
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Mr. Bernanke. No, they revoked the MAC, against our advice, 
and then they had to he rescued on a Sunday afternoon operation 
at great cost and risk. That would hardly he an accommodation for 
the management’s quality. 

Chairman Towns. The gentleman’s time has expired. 

Mr. Jordan. Thank you. 

Chairman TOWNS. The gentlewoman from California, Congress- 
woman Speier. 

Ms. Speier. Thank you, Mr. Chairman. 

Mr. Bernanke, what went into your decision to allow Lehman to 
fail? 

Mr. Bernanke. It hears very much on this discussion. The prob- 
lem was that we were unable to save it within legal means. We had 
made every attempt to do so, but we had no legal authority to in- 
ject capital at that time, and we had no legal authority to compel 
Mr. Lewis, for that matter, to buy Lehman, and therefore we had 
no way to prevent a failure. If we could have done so, we would 
have done so. 

Ms. Speier. Well you did, in fact, save AIG that same weekend. 

Mr. Bernanke. The conditions were quite different, because 
there the financial products division was part of a much larger in- 
surance company which could provide the collateral for a loan to 
replace the loss of liquidity that financial company was experienc- 
ing. So it was a very different situation. 

Ms. Speier. So if you had TARP funds at the time, you would 
have saved Lehman Brothers as well. 

Mr. Bernanke. I believe we would have at least given that a try. 

Ms. Speier. Let me ask you about the process that you went 
through in determining to give Bank of America $15 billion in Oc- 
tober. Why that number, how did you come up with that number? 

Mr. Bernanke. I did not develop that number. I’m sure it was 
related to the size of the firm and its capital ratios. 

Ms. Speier. Who came up with that number? 

Mr. Bernanke. I’m not certain. It was probably Treasury, but 
I’m not certain. 

Ms. Speier. You are not certain who came up with the number? 

Mr. Bernanke. No. 

Ms. Speier. And so the $10 billion that was given to Merrill 
Lynch at a subsequent point in time, you don’t know who came up 
with that number either? 

Mr. Bernanke. This was TARP money and this was the Treas- 
ury’s responsibility. 

Ms. Speier. And you didn’t have conversations with Mr. Paulson 
about this? 

Mr. Bernanke. I don’t recall. 

Ms. Speier. As I look at it, it appears that if you take the $15 
billion that BofA got in October, the $15 billion that Merrill got, 
the $20 billion that was given to BofA in January, that pretty 
much pays for what the BofA paid for Merrill. So did the American 
people basically subsidize the purchase of Merrill Lynch to Bank of 
America? 

Mr. Bernanke. No. The American people made a capital invest- 
ment, on which they are currently getting dividends, and which I 
expect they’ll be fully repaid. 
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Ms. Speier. The obligation to inform the OCC and SEC, do you 
believe you have an oWigation to inform them about any erratic 
conditions of companies that you come in contact with? 

Mr. Bernanke. It depends what kind of company it is. This was 
a bank, and therefore the most pressing communication were with 
the bank regulators, the FDIC and the OCC, which we did inform. 
And I personally informed both Mr. Duggan and Ms. Bair about 
the situation, and we had them on conference calls to discuss the 
situation in some detail. The SEC is not directly a supervisor of 
Bank of America. 

Ms. Speier. May not be a supervisor, but certainly the way they 
engage in their business relative to stock is of interest to the SEC, 
is it not? 

Mr. Bernanke. Repeat the question, please. 

Ms. Speier. Doesn’t the SEC have a role in evaluating the bank 
as it relates to its investor relations. 

Mr. Bernanke. Yes, but that’s the Bank of America’s responsibil- 
ity, not ours. 

Ms. Speier. Well, we’re all one government, aren’t we? 

Mr. Bernanke. Well, we all have our spheres of responsibility as 
well. 

Ms. Speier. So you didn’t believe you had a responsibility to in- 
form the SEC. 

Mr. Bernanke. Well, we were dealing with an emergency situa- 
tion, and our focus was on the agencies that were most relevant to 
the situation. That was the banking regulators, so that’s who we 
focused on. 

Ms. Speier. But some of these e-mails would suggest that there 
was an active interest in not telling the SEC certain things, and 
that they were finding out through other means. I mean, this is a 
government. We are all part of the government. It’s really our re- 
sponsibility to work together. So it appears that someone was try- 
ing to hide the ball, and I’m just trying to understand why. 

Mr. Bernanke. There was just no priority to go to the SEC, but 
we did disclose to them what was going on. And I think it’s appro- 
priate for them to know, broadly speaking, what was going on. 

Ms. Speier. Do you believe that Bank of America had a respon- 
sibility to inform its shareholders and the American people that it 
was going to get another injection of $20 billion from the U.S. Gov- 
ernment? 

Mr. Bernanke. That was 

Ms. Speier. Earlier than January 20th? 

Mr. Bernanke. That was Bank of America’s decision and their 
counsel. 

Ms. Speier. I’m just asking you. 

Mr. Bernanke. I’m not a lawyer. I can’t tell you. 

Ms. Speier. Do you think you had a responsibility as the head 
of the Fed to tell the American people that we were going to inject 
another $20 billion into the Bank of America earlier than January 
20th? 

Mr. Bernanke. My responsibilities are very explicitly set out by 
the Emergency Economic Stabilization Act, which says that after 
the completion of a deal we must report within 1 week, which we 
did. 
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Ms. Speier. So you don’t think you had any further responsibil- 
ity. 

Mr. Bernanke. We followed the law exactly. 

Ms. Speier. In hindsight — you know, hindsight is always 20/20 — 
is there anything that you would do differently? 

Mr. Bernanke. I think it was a very successful transaction. It 
helped stabilize the financial markets. It put the two companies 
back on a healthy path. It protected our economy, and it was a 
good deal for taxpayers. I think I have nothing that I regret about 
the whole transaction. I think it was, in fact, a very successful op- 
eration overall and it achieved the public policy objectives that 
were very important. 

Ms. Speier. I yield back. 

Chairman Towns. The gentlewoman’s time is expired. I yield to 
the gentleman from Utah, Congressman Chaffetz. 

Mr. Chaffetz. Thank you, Mr. Chairman. I appreciate it. 

And thank you, Mr. Chairman, for being here. A question. For 
those recipients of the TARP money, do you have the power and 
authority to replace the board or its president? 

Mr. Bernanke. That’s a good question. The Treasury with its 
ownership 

Mr. Chaffetz. Thank you. 

Mr. Bernanke. You’re welcome. The Treasury with its owner- 
ship, obviously, has some influence, but it has not used that influ- 
ence. 

Mr. Chaffetz. But it could. 

Mr. Bernanke. I suppose it could, yes. The supervisors of the 
Federal Reserve can make changes or recommend changes in man- 
agement if we believe that the management 

Mr. Chaffetz. Let me move on. My time is short. I appreciate 
it. 

So on this December 17th meeting you are meeting in person, 
you have their chairman — or the CEO, Lewis, who is there express- 
ing that he might invoke the MAC. 

And then in your written testimony today on page 2, it says, “in 
responding to Bank of America in these discussions I expressed 
concern that invoking the MAC would entail significant risks.” 

Going down to your point you made on No. 2, mid-sentence it 
said, because you had concerns and you expressed this back, it cast 
doubt in the minds of the financial market participants, including 
investors, creditors and customers about the due diligence and 
analysis done by the company, its capability to consummate signifi- 
cant acquisitions, its overall risk management processes and judg- 
ment of its management. 

How is that not a threat? If you have the power and authority 
to release the board of directors and fire the CEO and you are 
questioning their judgment and you are saying if you don’t go 
through with this deal, how is that not a threat? 

Mr. Bernanke. I never said anything about firing the board and 
the management. 

Mr. Chaffetz. But if you are questioning somebody’s judgment 
and you are in the supervisory role with the authority to let them 
go, how is that not a threat? 
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Mr. Bernanke. I was focusing particularly — and this was based 
on supervisory advice — on the reaction of the marketplace. What 
you have to understand is that during this period the markets were 
extraordinarily fragile, and very quickly money could pull away 
from a bank and put it into serious trouble, very quickly. That’s 
what happened to Wachovia, for example. 

Mr. Chafeetz. So you think that was a threat — your belief on 
what the threat would be from the market. But how could that not 
be a threat directly to Mr. Lewis and its board of directors, if you 
are questioning their judgment? 

Mr. Bernanke. We advised him that we didn’t think it was a 
good idea from the perspective of Bank of America for him to take 
that action. However, if he had taken it, it was his option to take 
it. And if he had taken it and there had been no adverse con- 
sequences, we would not have had much basis for responding to 
that. 

Mr. Chaefetz. With all due respect. I’m just not buying that. 
You are in charge, you have the ability to affect their outcome, to 
fire them, to let them go. You are telling them that if they don’t 
come to the same conclusion as you do that they would obviously — 
everybody in the room, everybody in the marketplace, would know 
that their judgment was miscalculated. 

I think that’s a threat, and I think it’s reasonable for the CEO 
and the board of directors to take that as a threat. I don’t see any 
other conclusion. If we were sitting across the table, you controlled 
my destiny, that’s one of the consequences. 

Mr. Bernanke. Well, we don’t control his destiny uncondition- 
ally. We would have to make a case that he made decisions that 
were damaging to the company. And if he had made that decision 
and the company had prospered, there would be no basis whatso- 
ever for any action. 

Mr. Chaefetz. All right. I’m going to move on. 

I want to go to page 4 of your testimony here. It says in the sec- 
ond — in the kind of mid-paragraph, this is from your testimony 
today — “neither I nor any member of the Federal Reserve ever di- 
rected, instructed or advised Bank of America to withhold from 
public disclosure any information related to Merrill Lynch.” 

And yet in an e-mail of December 22nd, e-mail No. 18, we get 
this quote from Art Angulo. I believe Mr. Jordan referenced this 
earlier. “I’ll ask Merrill Lynch’s current estimate of fourth quarter 
losses versus market expectations and whether and when Merrill 
Lynch intends to file an 8(k). If I get a sense that Merrill Lynch 
is leaning toward an early January filing. I’ll try to steer him to- 
ward a later filing.” 

That is so inconsistent with the comment that you made. Do you 
see that they’re consistent or is there an inconsistency here? 

Mr. Bernanke. Well, I didn’t see that e-mail exchange until after 
I had written my letter. But having looked now at the exchange, 
I note that if you look at the subsequent e-mails, that in fact Mer- 
rill Lynch had taken its disclosure decision and Mr. Angulo did not 
attempt to make them change it. 

So in the event, he did not make any attempt to effect the disclo- 
sure. 

Mr. Chaefetz. But the intent is still there right? 
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Mr. Bernanke. But he did not take the action. 

Mr. Chafeetz. Do you feel in any way, shape or form that you 
adversely affected or threatened Mr. Lewis or the board of direc- 
tors? 

Mr. Bernanke. I do not. 

Mr. Chafeetz. Thank you, Mr. Chairman. 

Chairman TOWNS. Thank you very much. The gentleman from 
Virginia, Mr. Connolly. 

Mr. Connolly. Thank you, Mr. Chairman. And welcome Chair- 
man Bernanke. 

Mr. Bernanke, I guess I come at it just a little bit differently 
than my friend from Utah. I guess I’m interested in who was really 
threatening whom. At what point did you learn from Mr. Lewis 
that the deal with Merrill Lynch, oops, had a $12 billion hold to 
it that they hadn’t realized in doing their due diligence? 

Mr. Bernanke. On December 17th. 

Mr. Connolly. I can’t hear you, sir. 

Mr. Bernanke. On December 17th when he called Secretary 
Paulson. 

Mr. Connolly. On December 17th? 

Mr. Bernanke. Yes. 

Mr. Connolly. And when in retrospect, to your knowledge, did 
they learn they had a $12 billion problem? 

Mr. Bernanke. They claimed they had not known any earlier 
than December 14th, and we have no direct evidence to the con- 
trary. 

Mr. Connolly. Were you concerned about the lack of due dili- 
gence on their part? 

Mr. Bernanke. We did have concerns about it, yes. 

Mr. Connolly. Did you take it as a threat or do you think — well, 
did you take it as a threat or did other senior Federal officials per- 
haps discuss it as a threat, implied or otherwise, that Mr. Lewis, 
far from being a victim here, was actually manipulating the Fed- 
eral Government that we’re going to back out of this deal because 
of that $12 billion problem we didn’t catch, unless in exchange we 
get some assurance from you the TARP money will help us cover 
that little $12 billion problem? 

Mr. Bernanke. I was concerned about that when I first heard 
about this, that there might be some attempt to get government 
support or government subsidy on that basis. After some meetings 
with Mr. Lewis my impression became that he was genuinely unde- 
cided about what to do and rather uncertain about how to go for- 
ward. So that impression faded after some time, but I was worried 
about that at the beginning. 

Mr. Connolly. Was there any discussion about, at that time 
when you learned about it. Chairman Bernanke, the need to dis- 
close this to the public and to the shareholders of Bank of America? 

Mr. Bernanke. We leave the disclosures to the responsibility of 
the management of Bank of America and their counsel. And we left 
that decision to them completely. 

Mr. Connolly. You are aware of the fact that under oath Mr. 
Lewis said that there was no deliberate attempt to keep this from 
the public, that people were just trying to work out the details. 
When in fact, subsequently, this committee is in possession of an 
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e-mail from him dated, I believe, December 22nd, that in conversa- 
tions with both the Fed and with Treasury, strong reaction on the 
part of the Federal officials not to disclose or to put anything in 
writing because they didn’t want at that point this to come out in 
the public forum because of adverse reactions in the market. 

Mr. Bernanke. I never conveyed any such thought. 

Mr. Connolly. When asked — well, let me read to you, if I may, 
an excerpt from the minutes of the December 22nd BOA board 
hearing or meeting. 

“He,” Mr. Lewis, “reported that in addition to the previously de- 
scribed conversations he had spoken again with Mr. Bernanke, who 
stated that he,” Mr. Bernanke, “had spoken to other Federal regu- 
lators, and we are informed of the commitment of the corporation 
by the Fed and Treasury that all concur with the commitment of 
the Federal regulators,” obviously to BOA. 

Could you comment on that? What is that in reference to and 
what is the nature of the commitment he’s referring to? 

Mr. Bernanke. Well, as I mentioned before, we did inform — the 
Treasury and the Fed informed the FDIC and the OCC about the 
situation, and about the Fed and Treasury’s commitment to work 
in good faith with the Bank of America to find a transaction, a 
package, that would avoid destabilization of the company in the 
event of a financial crisis. I can say that the other agencies cer- 
tainly were in sympathy with the idea of trying to stabilize the 
company. But at that point there had not been any specific trans- 
action laid on the table, and so there was no agreement on a spe- 
cific shape and structure of the transaction. 

Mr. Connolly. I’m going to have to sneak this in in a mouthful. 
If you would respond. Chairman Bernanke, because my time is 
about to be up. 

When and how did you learn that Mr. Lewis had threatened not 
once — threatened not once, but twice, to invoke the MAC and back 
out of the Merrill Lynch deal? And to what extent were you con- 
cerned, and did you have conversations with Secretary Paulson 
that would sort of unravel a lot of things and therefore we had to 
accelerate the TARP funding for BOA? And did you take it, or, to 
your knowledge, did Secretary Paulson take it as an implied threat 
that if I don’t get that. I’m going to go public and let everybody 
know we’re pulling out of the deal? 

Mr. Bernanke. When I first heard about it on December 17th, 
I took that as a possibility which I was concerned about, but subse- 
quently I thought that, as I said, that Mr. Lewis was genuinely un- 
certain about how to proceed. 

Mr. Connolly. Mr. Chairman, my time is up. But I just want 
to say on the record, while some want this narrative to be this poor 
CEO, you know, moderately-sized bank with the hob-nailed boot of 
government on his neck forcing him to do things he didn’t want to 
do, I believe the narrative lends itself to a very different interpreta- 
tion of a wily CEO of a major corporation gaming the system be- 
cause he could recognize an opportunity when he saw it, and it was 
a $15 billion to $20 billion opportunity. 

My time is up. I thank the Chair and I thank Chairman 
Bernanke. 
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Chairman TOWNS. I thank the gentleman. I yield now 5 minutes 
to the gentleman from Tennessee, Congressman Duncan. 

Mr. Duncan. Thank you very much, Mr. Chairman. 

Chairman Bernanke, many articles and columns had described 
the actions taken by the Fed in regard to the Bank of America- 
Merrill Lynch dealing and other dealings of that time period as 
being — following too-big-to-fail policies. 

Would you describe your activities in that time period in that 
way, and do you think there needs to be more control or a little 
closer oversight by the Fed and other Federal regulators of the big- 
gest banks and financial firms? 

Mr. Bernanke. Yes, I do to the last part. Too-big-to-fail is not 
a policy, it’s a major problem. We were faced on numerous occa- 
sions in the last year with large firms whose failure, like Lehman, 
would significantly disrupt the world financial system and the 
world economy. We had no good options to deal with those compa- 
nies. 

It’s extraordinarily important, as I’ve said for some time, that as 
Congress reforms the financial regulatory system that we develop 
a resolution regime for solving failing systemically critical firms, 
that we increase the oversight of those firms, and that we take 
steps to make sure that too-big-to-fail will not be a problem in the 
future. So I agree very strongly with that. 

Mr. Duncan. And let me ask you. I’ve read many articles over 
these last few months and I’ve seen all different sorts of figures as 
to how much money in total the Fed has loaned, pledged, paid in 
all the different bailouts. Would you tell us what you believe the 
total amount to be that the Fed has committed over these last few 
months? 

Mr. Bernanke. In terms of bailouts, the amount of money we 
had involved in AIG and Bear Stearns is about $100 billion. 

Mr. Duncan. And in other actions that you’ve taken. I’ve seen 
figures as high as — I’ve seen figures like $2.2 trillion. 

Mr. Bernanke. Our balance sheet is $2.2 trillion, but more than 
half of that is U.S. Government bonds and government-guaranteed 
mortgage-backed securities, which have no risk and which are sup- 
porting the mortgage markets of the United States. A good portion 
of the remainder is short-term collateralized loans to financial in- 
stitutions which are very safe and help provide liquidity to support 
the financial system. 

So none of that I would characterize as a bailout, other than the 
moneys that were involved in the AIG and Bear Stearns situations, 
which we got involved in with great regret, and I hope that the sys- 
tem will be changed so that there it will never be necessary in the 
future. 

Mr. Duncan. But Congress Daily says this morning that Fed offi- 
cials purposefully declined to consult with other financial regu- 
lators, and one e-mail expressed concern the SEC employee, “knows 
something is up.” 

The Wall Street Journal reported that you and Mr. Paulson at- 
tended two weekly meetings of the Financial Stability Oversight 
Board and refused or declined to disclose the seriousness of the 
problems that were being faced by the Bank of America and Merrill 
Lynch at that time. 
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What would you say to the majority of this Congress who has 
now co-sponored — who have now co-sponsored the bill to require 
audits of the Federal Reserve? Do you feel that the Federal Reserve 
is operating with too much secrecy and too much refusal to disclose 
information that you have to other Federal banking regulators? 

Mr. Bernanke. The Federal Reserve has made enormous strides 
in the last year under my chairmanship to expand the information 
that we release. We release monthly information on all the various 
programs that we have. We’ve developed a Web site and a monthly 
report that involves all kinds of information. We think we are quite 
transparent. 

We are happy to work with Congress if they have further con- 
cerns about any of our programs. We are more than happy to work 
with you to make sure that you are comfortable that they are well 
managed and are serving a public purpose. 

Mr. Duncan. Do you think it would cause problems for the Fed 
or for the economy if that legislation was to pass? 

Mr. Bernanke. My concern about the legislation is that if the 
GAO is auditing not only the operational aspects of our programs 
and the details of the programs, but is making judgments about 
our policy decisions, that would effectively be a takeover of mone- 
tary policy by the Congress, a repudiation of the independence of 
the Federal Reserve, which would be highly destructive to the sta- 
bility of the financial system, the dollar, and our national economic 
situation. 

Mr. Duncan. Thank you. 

Chairman Towns. Thank you, the gentleman from Tennessee. 
Thank you very much. 

I now yield 5 minutes to the gentlewoman from Ohio, Marcy 
Kaptur. 

Ms. Kaptur. Thank you, Mr. Chairman, very much. 

And, Chairman Bernanke, welcome to this committee. I am very 
concerned about those who create money in our society and how we 
hold them accountable. For those who counterfeit, if we can find 
them, most often they go to jail for a long time. But to those who 
create money in sophisticated ways through our financial system 
and then do great damage, sometimes they are more difficult to ap- 
prehend and prosecute. 

Today I would like to explore the relationship between the Bank 
of America, Merrill Lynch and a firm called BlackRock that went 
public in 1999, after its founding about a decade earlier. 

Let me say I’m also concerned that there may be some clever 
foxes in the henhouse over there at the Fed as our Nation proceeds 
to dig out of this housing collapse, which still continues in regions 
like my own, and hold those truly responsible accountable. 

Now, as I understand it, the Bank of America acquired Merrill 
Lynch last September, but at the time of that acquisition, because 
of several relationships. Bank of America actually also bought 
BlackRock which now owns a near majority share of Bank of Amer- 
ica. Recently — that had to do with the interrelationship between 
BlackRock and Merrill Lynch, as you know. 

Recently the Fed has just hired BlackRock to execute at least 
four contracts, and maybe five, to analyze and handle the troubled 
assets of Freddie Mac and Fannie Mae, making BlackRock the 
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dominant player in pricing these distressed assets. I am concerned 
that BlackRock and its chief executive officer Mr. Fink may not he 
fair and impartial in conducting these responsibilities because they 
in fact have been heavily involved in inventing, creating and traf- 
ficking in those instruments for most of the last two decades, in- 
deed doing the risk analysis associated with them and selling bil- 
lions of them to the Government of the United States. 

So one of my questions Mr. Bernanke, is do you know in what 
year Mr. Fink sold his first tranche of mortgage-backed securities 
to Freddie Mac? The first tranche was $1 billion. Do you know 
what year that occurred in? 

Mr. Bernanke. I do not. 

Ms. Kaptur. Do you think that’s important for you to know? 

Mr. Bernanke. No, I don’t, because the arrangements we have 
with BlackRock and with other asset management companies are 
carefully set up to prevent conflicts of interest, to set up firewalls 
between the portion of the company that’s working for us and the 
portion of the company that’s engaging in other market activities. 

Ms. Kaptur. Do you know what other instruments BlackRock 
and its subsidies sold to the Federal Government over the last 10 
years? 

Mr. Bernanke. No, I don’t. 

Ms. Kaptur. You do not. Well, I would say that I think it’s pretty 
important for you to know some of that. Because one of the difficul- 
ties with these securities is you can’t unwind them. You cut them 
up in pieces, you sell them off. And given what we know about 
these pools of toxic assets, I have to say that I ask whether the Fed 
could actually be in collusion with Mr. Fink in covering up his own 
potential fraud by giving him the opportunity to shift the portfolios 
and have access to information that no one on this committee has 
access to, in ways favorable to those clients he served and in ways 
favorable to that company today. 

How can we assure ourselves that is not happening. 

Mr. Bernanke. We can provide you with the contracts we have 
with BlackRock. And they involve very careful controls to make 
sure there’s a separation between the parts of the company that 
are working managing the assets of the Fed according to our in- 
structions, and the other parts of the company that are involved in 
a variety of asset management activities. 

Ms. I^PTUR. Well, you know, Mr. Chairman, when you appeared 
before the Budget Committee, I asked you for those contracts. And 
I want to thank you because they were finally placed on the Web 
site of the Fed. However, the contracts that were placed there have 
multiple exhibits missing. 

For example, the investment guidelines are absent, except for 
one single statement of policy objective. The fee schedules and the 
payments are omitted, along with the designated representatives of 
the Federal Reserve Bank of New York, as well as key personnel. 

Given that you are using taxpayer dollars to pay these contracts, 
why omit the fee schedule and payment procedures? 

Mr. Bernanke. We have a committee that works through all of 
these different types of information, some of which is confidential 
or proprietary, and releases all that it believes is appropriate. But 



46 


I will go back and talk to them and make sure they are looking 
at all those issues. 

Ms. Kaptur. Well, I will tell you, the housing crisis is at the 
heart of this economic crisis. And if we are going to fix what’s gone 
wrong in this society, it seems to me that those who hold extraor- 
dinary power to create money — and certainly the New York Federal 
Reserve has more power in that than any regional reserve bank 
does, or people who live on the street that I live on where homes 
are being foreclosed as we sit here. Something went seriously 
wrong. 

And I hear what you said this morning, but I am deeply con- 
cerned that the Fed itself is involved in the manipulation of the 
markets, of the mortgage markets, particularly the toxic assets 
that the public of the United States now owns. And I am not con- 
vinced what you’ve said to me about the contracts that the Fed has 
signed with BlackRock will be properly administered in a way that 
will be fair and impartial to all holders. And I hope that you can 
provide information to the record to convince me that my sus- 
picions are unwarranted. 

Chairman Towns. The gentlewoman’s time is expired. Congress- 
man Sender from Indiana. 

Mr. SOUDER. Thank you. I think that there was some prediction 
as you went into office that it was going to be a relatively activist 
Fed, and I think that you certainly have been an activist Fed. 

Do you see in the descriptions as we look at these e-mails — and 
I think cases can be made that there was a certain feeling of in- 
timidation at Bank of America at the same time that Bank of 
America probably used the situation to try to leverage their best 
gain — do you see how you got involved here as something extraor- 
dinary in the sense of you felt the system was collapsing, or is this 
going to be a repetitive pattern of the Fed? Obviously we 

Chairman TOWNS. Could the gentleman talk directly into the 
mic? We are having difficulty hearing you. 

Mr. SouDER. That several other times in — whether it be the 
Asian flu or various mini-crises, had you been Fed chairman taken 
this aggressive a role? 

Mr. Bernanke. The past 2 years have been the worst financial 
crisis since the 1930’s. It has threatened disability of the global fi- 
nancial system and the global economy. Extraordinary actions had 
to be taken. We’ve learned a great deal from them. And as I said 
in my testimony, I hope that Congress will take actions to ensure 
that the system will remain stable and that no such actions will 
be needed in the future. 

I very very much regret being involved in them, but I saw no al- 
ternative at the time. 

Mr. SoUDER. And how do you see yourself extricating at this 
point — given the fact that you’ve been fairly politicalized, your 
Treasury is directly political, you have quasi-political entities that 
you are working with now indirectly in TARP and TARF and all 
the different programs, we have equity stake in companies — how do 
you get yourself untwined from this so you are not totally 
politicalized? 

Mr. Bernanke. Well, we work closely with the Treasury to deal 
with the crisis. As the crisis ends, we will withdraw all of our non- 
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standard programs. We saw just a couple of weeks ago that 10 
banks repaid their TARP money, and, as we go forward, will expect 
to see more withdrawal of programs and support as the economy 
normalizes and the financial system normalizes. 

Mr. SOUDER. Do you see yourself — ^because in this particular 
case, part of the problem was that Bank of America moved into the 
nonbank sector with Merrill Lynch, and that about 40 percent of 
our lending — and, as you know, one of my challenges has been rec- 
reational vehicles and autos and how we get money into floor plans 
and how to do that type of thing, most of that was the nonbank 
sector — how do you see the Fed in the future dealing with this 
nonbank sector which isn’t normally where you would be? 

Mr. Bernanke. Well, there are a number of suggestions in the 
administration’s reform plan and other reform plans for dealing 
with that. Certainly the extraordinary steps we’ve taken, for exam- 
ple, to revitalize the asset-backed securities market — we’re seeing 
a lot of progress there, by the way, as that market revitalizes and 
financial systems normalize. We will certainly withdraw and not be 
involved in that any further. 

Mr. SouDER. And do you see yourself or see the Fed in the future 
being — I mean, we’ve gone back and forth here. Sometimes we 
want an independent Fed, sometimes we say, well, “you are all the 
government, you ought to be sitting down at one table and working 
out this strategy.” Where do you see the Fed going based on this 
experience and getting increasing — I mean, I don’t see in the short 
term you are getting less politicalized, because you are in the mid- 
dle of everything now and everybody is asking you to do this, do 
that. 

Mr. Bernanke. In a financial crisis I think the American people 
expect their government to work collectively and cooperatively to 
try to solve the problem. We’ve worked closely with both the former 
Treasury and the current Treasury as well with other agencies, 
and that’s relevant to the crisis. We have maintained very strong 
independence on monetary policy. That’s critical going forward. 
And we expect, of course, as the financial crisis eases, to stand 
down on the financial crisis-related policies. 

Mr. SouDER. And agreeing that we were in deep trouble last fall, 
how would you — because one of your expertise is deflation, and 
sometimes when it’s your expertise you have a tendency to antici- 
pate — in this case I think we’ve proven we have had deflation — but 
you in your career projected it was going to happen before, and it 
didn’t. 

How would you have a guideline that says, “oh, we’re going to 
have these extraordinary interventions?” How did you determine 
that this was the greatest thing and the greatest crisis since the 
Great Depression when it wasn’t there yet? 

Mr. Bernanke. Well, it was my judgment based on history, lots 
of research, and reading and thinking and experience, that the col- 
lapse of major financial firms can be very detrimental to the econ- 
omy. And if there was any doubt about that, the failure of Lehman 
Brothers and the near failure of AIG should put that to rest. 

I think it’s critically important as we go forward that we find 
measures to avoid such a situation in the future, and I very much 
would like, again, not to be involved in such activities. 
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Mr. SouDER. And you’ve outlined the challenge, because some 
feel that some failures would have cleansed the system, some be- 
lieve that they would have brought down the whole thing. And, in 
fact, this debate has occurred probably at least five times in the 
last 15 years as to we were at the praecipe. 

And the question is, is that if it’s going to lead to this much 
intervention every time there’s extraordinary discretion in a few in- 
dividuals to say — I mean. I’m not disagreeing on this one; I voted 
every single time, with great political duress, for each of the finan- 
cial interventions. But the process here concerns me, and the more 
data we get the more it concerns me. 

Mr. Bernanke. Again, if we have a resolution regime that will 
be more appropriate for resolving these firms in a crisis, we can 
avoid this problem in the future. 

Chairman TOWNS. The gentleman’s time is expired. I now yield 
5 minutes to the gentlewoman from California, Congresswoman 
Watson. 

Ms. Watson. Thank you, Mr. Chairman. And thank you, Mr. 
Bernanke, for coming here. 

I’m going to give you a series of events, and I will give you a list 
of questions. You can answer them all together. 

First, despite the fact that the plan for a merger was announced 
on September 15, 2008, there was no mention of the $20 billion 
capital injection from the government until January 16th. At that 
point during the negotiations between Bank of America, Merrill 
Lynch and the Federal Government, was it determined that this 
money would be necessary for the merger to be finalized? And then, 
given that as of January 16th, Merrill Lynch’s projected losses for 
the fourth quarter were approximately $15.3 billion, how was the 
sum of the $20 billion agreed upon? 

And finally in this set of questions, to date how much of this 
money has been drawn down and how has it been used? 

Mr. Bernanke. Well, at the time that Merrill Lynch and Bank 
of America initially announced their merger agreement in the mid- 
dle of September — this was before the Congress had passed the 
TARP law, and so there had been no — at that time, no capital in- 
jection and no expectation of capital injection. Both Merrill Lynch 
and Bank of America receives capital in the middle of October dur- 
ing the intense phase of the banking crisis. An additional $20 bil- 
lion was injected, as you say, on January 16th. That was based on 
a review of what the supervisors and the other experts of the Fed- 
eral Reserve believed would be sufficient to reassure the market 
that Bank of America would be stable going forward. 

They have used that capital to support their activities, including 
lending, and they of course are repaying the government dividends. 
They hope to repay at least part of the TARP in the future. 

Ms. Watson. I’m sure this might be the experience in other 
Members’ offices. I represent a district out in Los Angeles and we 
get calls every day, up to 10 and 30 calls, of people who have gone 
to the bank and they’re not having their loans restructured. And 
I’m very curious about where that money went when it went into 
the system. It’s like trying to unscramble eggs. But I know the con- 
sumers and the owners of property are not being assisted with refi- 
nancing their loans. 
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Let me go on. In testimony before the committee on June 11th, 
Bank of America’s CEO Ken Lewis claimed that the revelation of 
a $12 billion loss at Merrill Lynch on December 14, 2008 caused 
him to consider invoking the Material Adverse Effect clause, re- 
ferred to as MAC, to back out of the deal 9 days after shareholders 
had voted to approve the acquisition. However in an e-mail on De- 
cember 19th, the bank’s supervision officer of the New York Eed, 
Tim Clark, stated that Lewis’ claim that they were surprised by 
the rapid growth of the losses seems somewhat suspect. 

Chairman Bernanke, given that shortly after the deal was an- 
nounced in September, Bank of America has installed 200 people 
at Merrill Lynch to thoroughly review their books, do you believe 
Mr. Lewis was honestly surprised by the acceleration of losses? 

Mr. Bernanke. I have no way of knowing. We did have concerns 
about the quality of the due diligence, but I have no direct evidence 
that he was in fact informed about the losses. 

Ms. Watson. Well, 200 people were installed at Merrill Lynch, 
so that seems like they were going to dig very deeply. You know, 
somewhere the due diligence kind of fizzled out. And I just think 
that Bank of America’s due diligence was not as thorough as it 
should be. 

Do you believe that there were insights into Merrill Lynch’s 
books that the government had that Bank of America did not? 

Mr. Bernanke. I can’t answer that with certainty. We would 
have had some information about Merrill Lynch because we were 
working with the SEC to supervise it after we began lending to in- 
vestment banks. But I don’t think that we had knowledge of the 
size of losses either. I’m quite sure we did not. 

Ms. Watson. All right. Mr. Chairman, I’m going to try to make 
another statement and questions, and if the time runs out, I would 
ask Mr. Bernanke to give me his answers in writing. 

In an e-mail on December 20th, the president of the Federal Re- 
serve Bank of Richmond, Jeffrey Lacker, described a telephone con- 
versation with you where you expressed the belief that the MAC 
threat is irrelevant because it’s not credible, and that you plan to 
make it even more clear that if they play that card and then need 
assistance, management is gone. 

So do you remember the phone call with Mr. Lacker that the e- 
mail was referring to, and do you believe that Mr. Lewis’ claim 
that he would invoke the MAC and back out of the deal where 
credible? And had the Bank of America decided not to complete the 
merger, would the Fed have pursued the removal of their manage- 
ment and board? And had the Fed ever taken action to remove the 
management of a private entity before? Do your best. 

Mr. Bernanke. I was concerned initially about whether this was 
a serious proposal to invoke the MAC, because I did believe that 
it would be very detrimental to the Bank of America as well as to 
the financial system. I never made any threat to Mr. Lewis regard- 
ing removing the board and the management. 

One example of where the Federal Reserve removed management 
was in the case of AIG, where there was an agreement that the 
CEO would be replaced upon the acquisition — upon the consumma- 
tion of the loan we made to stabilize that company. 

Chairman TOWNS. The gentlewoman’s time is expired. 



50 


Ms. Watson. Thank you, Mr. Chairman. Thank you Mr. 
Bernanke. 

Chairman TOWNS. Congressman McHenry from North Carolina. 

Mr. McHenry. Thank you, Mr. Chairman. 

Chairman Bernanke, thank you for your testimony. I know this 
is certainly not easy to recall what happened in those very, very 
busy days in the fall, and you’ve certainly had a very challenging 
tenure with the Federal Reserve. You didn’t come in at easy times. 
So thank you for your service to your country. 

And during your testimony in front of Financial Services, which 
I’m on, in your numerous comments you worked very closely in the 
fall with the former Secretary of the Treasury, Mr. Paulson, is that 
correct? 

Mr. Bernanke. That’s correct. 

Mr. McHenry. And in some testimony, some comments, it was 
almost daily or hour-by-hour conversations throughout the fall with 
your counterpart there. 

Mr. Bernanke. Daily certainly. 

Mr. McHenry. Certainly. And with then-New York Fed head 
Tim Geithner you also had significant involvement with him on a 
very regular basis; is that true? 

Mr. Bernanke. That’s correct. 

Mr. McHenry. So the combination of the two, in the context of 
this event, this controversy that we’re analyzing today, did you 
have conversations with those two about Bank of America? 

Mr. Bernanke. I had conversations with Secretary Paulson who, 
of course, was the Treasury Secretary at that time. And we talked 
about, for example, plans for how we might structure a package to 
help Bank of America avoid being destabilized. 

At that point, at that time. President Geithner had already been 
designated as the Treasury Secretary nominee, and therefore he 
recused himself from detailed intervention or involvement in such 
transactions. We did give him basic information so that he would 
be informed, but he was not involved in the details of the package 
that was put together for Bank of America. 

Mr. McHenry. So he was not directly involved and recused him- 
self because of the confirmation hearings and the potential of going 
from the Fed to the Treasury and the conflicts that would pose. 

Did you have conversations with Mr. Geithner to keep him in- 
formed of what was going on? 

Mr. Bernanke. I did. 

Mr. McHenry. There was an e-mail from Tim Geithner on De- 
cember 20th at 8:02 a.m.: “Are you all over BofA slash ML, and are 
you getting what you need from the troops?” And this was to Kevin 
Warsh. 

Now, this e-mail sort of raises to me that while Mr. Geithner was 
concerned — and we have another chain here that says that he has 
basically washed his hands in concern for a potentially tough con- 
firmation hearing. That makes sense. But it seems to me that he 
was all over this. Is that your impression? 

Mr. Bernanke. No. My impression is that he was informed about 
the general situation. I would assume that when he meant the 
“troops,” he was referring to the staff at the New York Fed, where 
he was still the president. But I should say, to the best of my 
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knowledge, he was not involved in the detailed negotiations that 
developed the package for Bank of America. 

Mr. McHenry. In an e-mail — we know from a subpoenaed e-mail 
from the Fed that Mr. Geithner was, like you said, aware, and was 
at least aware of an ultimatum to Ken Lewis as well. 

And he says: “Can’t MAC have to close.” 

There’s also notes from Bank of America with the CFO, Mr. 
Price, who said: “Fire BOD. If you do it” — meaning the MAC — “Tim 
G agrees.” 

So it seems that he was very involved, Tim Geithner was very 
involved step by step in this process, if not working through third 
parties. 

Mr. Bernanke. My only association with Mr. Geithner during 
this period was occasional phone calls to update him on the general 
developments. I’m not aware of any other involvement. 

Mr. McHenry. Two additional things just to wrap up. Did you 
have conversations about Paulson’s conversation with — did you 
have a conversation with Mr. Paulson about his discussions with 
Ken Lewis? Because there’s been testimony, and we’ve heard, that 
Paulson said very clearly that he would fire Ken Lewis and the 
board. And it seems to me in the reading of all this stuff, is that 
the government became one. And so perhaps what Mr. Paulson 
said was thought of as coming from you. And there could be some 
of this, you know, coming about. So — confusion coming about after 
the fact. 

Mr. Kucinich [presiding]. The gentleman’s time is expired, but 
the witness can answer your question, of course. 

Mr. McHenry. Could you describe the conversation you had with 
Mr. Paulson about his conversation with Mr. Lewis? 

Mr. Bernanke. He reported back to me that Mr. Lewis, as I re- 
call, had decided not to invoke the MAC. And that laid open the 
basis for developing the transaction. But, again, I never told any- 
one to threaten Mr. Lewis. 

Mr. McHenry. Thank you. 

Mr. Kucinich. I thank the gentleman. The Chair recognizes Mr. 
Cummings of Maryland. You may proceed. 

Mr. Cummings. Thank you very much, Mr. Chairman. 

Mr. Bernanke, as I’ve listened to you very carefully, I think I get 
it. You were so intertwined in this thing, and, following up on one 
of Mr. McHenry’s questions, that it’s hard to see where your par- 
ticipation ended and where Paulson’s began. 

And I just take it to your own statement. One of the first things 
you say in your background is: “On September 15th, Bank of Amer- 
ica announced an agreement to acquire Merrill Lynch. I did not 
play a role in arranging this transaction and no Federal Reserve 
assistance was promised or provided in connection with that agree- 
ment.” 

Is that accurate? Yes or no. 

Mr. Bernanke. Yes. 

Mr. Cummings. All right. Well, then you go on to talk about all 
the things you did to — I’m confused. Let’s talk about this whole sit- 
uation with one of the things you did. 

This is your statement. It says: “In responding to the Bank of 
America and these discussions I” — talking about yourself — “ex- 
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pressed concern that invoking the MAC would entail significant 
risk.” 

And then you go on to talk about that: We had Mr. Lewis who 
testified before us that he’s been an experienced guy in this whole 
banking stuff for many, many years. He took this MAC situation 
very seriously. 

And then Paulson comes along and you come along, according to 
your own testimony, and you say, you know, “I don’t think that you 
are right on this.” But basically, it sounds like you did not believe 
in the competence of Mr. Lewis. I’m just finding this out today? 

Is that right, did you think he was competent? Yes or no. 

Mr. Bernanke. That’s not a yes or no question. I think on this 
particular issue, I think that invoking the MAC would have been 
a mistake. And I would like to mention, sir, that the first reference 
was to the original September deal in which I was not involved in 
any way. 

Mr. Cummings. Yeah, but you’re all wound up in the rest of it, 
all the way down to the end, based on your testimony. 

Mr. Bernanke. Certainly, I was. 

Mr. Cummings. So you felt that he was competent — incompetent 
with regard to this issue, the MAC, although he was an experi- 
enced banker, although he had a fiduciary duty to his shareholders, 
to his board — and I know that you are always very concerned about 
disclosure, right? That’s a major, is it not? 

Mr. Bernanke. Certainly. 

Mr. Cummings. Certainly. And so — but the man who would be 
held responsible if his bank went down, you say to him when he 
says — when you pull up this material, this MAC, and says, “do you 
know what, I don’t do this, but I’m taking this very seriously, and 
I think I better declare a MAC here.” 

So when he declares it, after all his experiences and what have 
you, then you come along and say, “although it’s your duty to dis- 
close certain things, although it’s your duty and you are going to 
be the one who’s going to get hit if this thing falls down. I’m going 
to put my judgment above your judgment;” is that basically right? 

Mr. Bernanke. No, that’s not right. I offered my views based on 
my experience as a Federal Reserve chairman and based on the ad- 
vice I got from staff at the Federal Reserve that invoking the MAC 
would not be a good idea for the Bank of America. He himself was 
uncertain about what to do. But at all times it was his decision to 
make, and he understood that, I believe. 

Mr. Cummings. Well, I don’t know whether you saw his testi- 
mony, but the man did everything he could not to — we got him to 
a point where he basically said he felt threatened, but he tried to 
say that he wasn’t threatened. There was not a person in this room 
who did not understand that he was threatened. You even used the 
word several times in this hearing. You used it, I didn’t, you did. 

Mr. Bernanke. To say that I did not threaten anyone. 

Mr. Cummings. No, no, no, no, no. I said that you used the word 
that he was “threatened.” I think you may have been referring to 
Paulson. And so all I’m saying to you is that I can see how we got 
to where we’ve gotten to, where it appears as if we’ve got Paulson 
saying — I mean we’ve got Lewis saying that you may have been be- 
hind the scenes doing some things. We’ve got you saying that you 
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were behind the scenes doing some things. But at the same time, 
you come back and say, “well, you know, I just gave my opinion, 
you know, it’s not — it was up to him.” 

I do not think — and I’m asking you, do you think it was up to 
him when Paulson comes to him and says, “I’m going to fire you 
and I’m going to release your board?” Is that the way you would 
want things to happen in this regard? 

Mr. Bernanke. I don’t know what Paulson said to him. 

Mr. Kucinich. The gentleman’s time is expired. 

Mr. Bernanke. But it was his decision. 

Mr. Kucinich. Excuse me. The gentleman’s time is expired, but 
the witness should answer the gentleman’s question. 

Mr. Bernanke. As I said, I don’t know what Mr. Paulson said 
to him, but it was always his decision, and I did not threaten him. 

Mr. Cummings. Thank you. 

Mr. Kucinich. The Chair recognizes Mr. Bilbray. 

Mr. Bilbray. Thank you, Mr. Chairman. 

Mr. Chairman, I know this whole process looks like an inquisi- 
tion. We’re not here to indict, just to question and to find out — try 
to work out the reality here. I think it’s a little more 
confrontational than it should be traditionally. Let’s just remember 
you are placed in that position of being under oath, and I’m hear- 
ing testimony going back and forth, so I’m trying to find out how 
two people may perceive something differently, how words may be 
changed back and forth. 

So let me just ask you, at that time or at this time, did you be- 
lieve that Merrill Lynch was too big to fail? 

Mr. Bernanke. I thought very likely that if Merrill Lynch failed, 
it was after all bigger than Lehman Brothers, that it would create 
a very serious problem in the financial markets. I did. 

Mr. Bilbray. So as a manager you pretty well felt Merrill Lynch 
needed to be addressed one way or the other to keep it from going 
under. 

Mr. Bernanke. I thought letting it fail would pose a serious risk, 
although it’s not clear that we could have prevented it from failing. 

Mr. Bilbray. OK. Now, I saw you made a statement here, and 
it’s in the record, that when someone said, did you invoke a threat 
or something else, that if they invoked the MAC there would be re- 
percussions to management. 

And we can pull up the record. I’m almost sure you said, “no, I 
didn’t say it that way, but I did indicate that if they invoked the 
MAC, and there was — what was it — they needed assistance after- 
wards, that if there was — this created a situation where they need- 
ed assistance, then there would be a problem. And that the clari- 
fication there was that it wasn’t just the MAC, but if they did the 
MAC and then needed to come to us for assistance because of that 
arrangement, then there would be hell to be paid.” That was the 
inference of your statement at that time. 

Mr. Bernanke. That was what was in Mr. Lacker’s e-mail about 
a conversation between us, but I did not make that statement to 
Mr. Lewis. Although I don’t think it’s unreasonable if someone 
makes a decision that endangers his company, that he would be ac- 
countable for that. 
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Mr. Bilbray. OK. That’s why I want to clarify, Mr. Chairman, 
because today you did make the comment that you felt that way 
and you felt comfortable with that. You indicated, I thought you in- 
dicated, that you communicated that at that time that — not just 
that if they invoked a MAC, but if there was assistance needed 
later, after they invoked a MAC, then there would be repercus- 
sions. 

Mr. Bernanke. I don’t believe I said that. 

Mr. Bilbray. Mr. Chairman, I would ask that testimony — be- 
cause we need to clarify that, because I heard something from you 
today that sounds very familiar. And that’s why I went back to 
that statement about, it wasn’t just about the MAC. It was the 
MAC; then if they needed assistance, then that management 
should be held responsible. 

And I just thought that your statements today kind of reflected 
the statement of the 12-20-08 statement. So we can go back into 
the record and see that. I’m just trying to help you clarify what you 
said today. 

Mr. Kucinich. Is the gentleman submitting something into the 
record? 

Mr. Bilbray. Yes, please. 

Mr. Kucinich. Without objection. 

[The information referred to follows:] 
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From: 

To: Debarah P Bailev 

CC Sonald L <ohn: Kevin Warsh; M)eheH€LA Srr^h; Randall S Krosmer: Rita C ProctBr: Rogg Cote: Sgtia.^varar 

Subject: Re: status 

Date: 12/21/2008 10:03 AM 

Dtaypted 


Thanks. I think the threat to use the MAC Is a bargaining chip,. and we do not see it 
as a very likely scenario at all. Nevertheless, we need some analysis of that 
scenario so that we can explain to BAC with some confidence why we think it would 
be a foolish move and why the regulators will not condone it. 

My current thinking is that we should have a regulator call without treasury 
(including though occ and fdic) to work out our joint position. We then need a 
second call, perhaps with fewer staff than the first, to discuss the findings and 
implications with Treasury. That all has to happen today, so anything we can do to 
move the regulators call up a bit would probably be helpful. Depending on how that 
goes, it might be principals only calling Lewis tonight or tomorrow morning. 

I talked to Lacker yesterday but have not spoken to Lewis since the call on Friday. 
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Restricted Controlled (FR) 


Board of Governors of the Federal Reserve System 

(DRAFT) 


Date: January 10, 2009 

To: 

From: 

Subject: Considerations reading invoking the systemic risk exception for Bank of 
America Corporation 


Background 

Bank of Am^ica Cmporation' (“BAC*^» a financia] holding company 
headquartered in Charlotte^ NC» is the largest domestic banking instimtion by asset size, 
providing commercial and retail banking services and other financial services in the 
United States and internationally. The company is a dominant provider of deposit and 
credit products to the U.S. consumer s^tor, with a particular emphasis on the restdential 
mortgage market. On January 1, 2009, the corporation acquired Merrill Lynch & Co 
(ML), establishing one of die world’s largest wealth management businesses with more 
than $2 trillion in client assets. Following the combination with Merrill Lynch, Bank of 
America has become the largest brokerage in the world, with more than 20,000 advisors 
and S2.S trillion in client assets and a global leader in wealth management, private 
banking and retail brokerage with approximately 50 percent ownership in BtackRock, 
which has SI. 4 trillion in assets under management, in addition to the SS89 billion in 
assets under management with Bank of America as of June 30, 2008 

At December 3 1 . 2008^, B AC had assets of S 1 .82 trillion, includiog S93 1 billion 
in loans and leases. At year end, the tier 1 risk'based capital ratio was 8.97%, and the 


’ Bank of America Cotporatioo or B AC refers to die confined entity resulting from the B ank of America 
acquisition of MeiriH Lynch & CO. 

’ Figures in this paragrapih are estiontes as the 12/31/08 reporung has not yet been fiasloed. 
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tjmgible common equity was 2.83%. Following the additkm of ML, the equivalent 
profonna capttel r^os are 8.52% and 2.55%, respectively. 


’ Calcul^ed as tuigibie common equity to tangible assets with MSRs included in both the numerator and 
denomwator 


Page 2 of U 


BOG*BAC-ML-COGR000244 



63 


Restricted Controlled (FR) 


Recent difficulties 

Beginning in the second half of 2007, BAC and ML started experiencing the 
challenges of the market tunnoil and economic deterioration. ML was particularly 
imputed by the dislocation in the wholesale funding markets that was considerably acute 
for standtUone broker dealers. The dislocation also had a si^ficant negative impact on 
both complies' structured credit holdings and securities backed by real estate-related 
assets. Hie continued weakening economic conditions have required significant 
provision builds at BAC to accommodate for deteriorating credit quality. Given the 
firm’s sizeable exposure to the consumer sector. It is likely this trend will continue. 
While legacy BAC has been marginally profitable throughout this period, ML has 
reported significant losses. BAC’s net income for the first three quarters of 2008 totaled 
$5.8 billion, while for the same period ML reported losses ofSl 1.8 billion. 

ML reported a $5.2 billion act loss for the third quarter of 2008 compared to a 
net loss of $2.2 billion for the same quarter one year earlier. The third quarter 2008 toss 
reflects S5.7 billion in netv^ite downs from its sale of U.S. super senior ABS 
CDOs and the termination and potential settlement of related hedges with monoline 
guarantors. ML also recorded net write downs of S5.8 billion, reflecting the market 
dislocations in Sqjtember and the associated real estate-related write downs and net 
losses related to GS£s, and U.S. broker dealers. An additional net loss of $2.6 billion 
resulted fiom sales of residential and commercial mortgage exposures. The 
aforemmtioned write downs were partially offset by a net pre-tax gain of $4.3 billion 
from the sale of ML's 20% stake in Bloomberg uid a $2.8 net gain from the impact of the 
widening of ML's credit spreads on the carrying value of certain of its long-term debt 
securities. 

The $I 1.8 billion net loss for the first nine months of 2008 reflects net 
losses rolafed to U.S. ABS CDOs of $9.8 bfilion, credit valuation adjustments related to 
hedges with monoline financial guarantors of $7.2 billion, net losses on residential and 
commercial moitg^e exposures of $5. 1 billion, $2.9 billion in net losses on the securities 
portfolio, $2.1 billion related to major U.S. broker dealers and certain GSEs, and 
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leveraged finance commitments write-downs of $1.8 billion. Tbesc losses were partially 
offset by a net gain of $5.0 billion from the widening of credit spreads on the carrying 
value of certain of ML's long-term debt liabilities and the afenementioned sale of its 20% 
stake in Bloomberg. 

Earnings for the fourth quarter of 2008 will be considerably disappointing for both 
finns, especially for ML. Legacy BAC is expected to po^ a loss of $1.8 billion and ML 
is expected to post a loss of approximately $15 billion post tax and ap^oxlmately S2I to 
$22 billion pre-tax. Reflecting the performance over the past year, BAC's stock price has 
declined approximately 68 percent closing at $12.99 on January 9, 2009. Both Moody’s 
and Standard and Poors have recently downgraded the company's credit rating and have a 
negative outlook on the company. Moody’s rates BAC’s long-term credit rating as Aa3, 
and Standard and Poors has BAC’s long-term credit rating of A+. The current l-ycar 
CDS spread is 1 12.5, but it is strongly anticipated this spread will widen afler the 
disappointing earnings announcement. 
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Inierdependencies 

Despite the sizeable deposit firanchise of BAG, Uie firm must maintain access to 
the wholesale funding markets to maintain sufficient liquidity. To date, the firm has been 
able to maintain sufficient access to the unsecured Ending markets and has selectively 
used the FDIC guarantee program to issue unsecured debt. That said, the firm's access to 
the secured market is equally critical to its survival. 

The earning’s guidance provided by the firm to the investor communi^ does not 
infer that 4Q performance ^ either organiz^on will be as negative as we have been told. 
Furdter, a survey of equity analysts suggests the investor community have 
significantly more positive expectations reganling fourth quarter perfi>rmance. 
Additionally, these losses will have a considerable impact on the finns collective coital 
position specifically it tangible capital ratio. Should the earnings report and the 
deteiioraHon in tangible capital result in a loss of confidence, it is anticipated that the 
immediate impact would result in the company loosing its ability to fund overnight 
unsecured and a strong reluctance &om counterparties to finance non-GC positions. This 
occurrence would eliminate immediately at least 50% cfBAC's liquid asset bufier, 
leaving it extremely vulnerable to deposit runs, larger repo haircuts, increased margin 
requests, and reactionary draws on unfunded loan commitments. Further, given ML's 
heavy reliance on secured funding markets, where it finances $144 billion in positions 
overnight (approximately 50% is firm inventory), the impact of a counterparty pull away 
would have an even more devastating impact. 


fin millions as of 1/8/09) 

Ovenileht ! Total 

Deposits* 

1 $980,000 ; 

Unsecured 



Federal Funds 

$68,107 

$97,384 

Long-term Debt 

S4 

$362033 ! 

Othi»r 

$14,577 

$120,891 i 

Secured 1 1 
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GCRepo 

$309,030 

$439,724 

Non-GC Repo 

$74,842 

$130,957 

FHLB 

$500 

$92,106 

ABCP 

$13,870 

$59,464 


* Ncpte D^MHitiiaui* war 1201.^ 


The firm is the largest deposit holder in the United States. As of December 3 ! , 
2008, legacy BAC reported S883 billion of deposits, with ML adding an additional $97 
billion. Deposits include S193 billion of consumer time deposits, $125 billion of 
persona] checking balances, and $106 billion of personal money market savings. The 
amount of retail suid corporate deposits greater dun $250,000 is $93 billi<m. As of year- 
end, legacy BAC and ML held approximately $48 billion ($32 billion in business 
MMDAs) and $64 billion, respectively (^I sweep) both sources are historically more 
vulnerable in a counterparty “pull awa^*’. In addition, BAC has identified $4 billion in 
deposits collateralizing R£S1 (on-balance sheet synthetic secuiitizations) transactions 
that will tw withdrawn if their short*tenn senior unsecured debt rating drr^s below 
A I/P 1/FI, or their long-term senior unsecured debt rating drops below A/A2/A by S&P, 
Moody’s and Filch, respectively. 

BAC’s long tem debt is $453 billion, with 18 percent maturing in 2009 and a 
further 16 percent maturing before the end of 2010. BAC’s largest immediate unsecured 
funding exposure is ov«ni^t Federal Funds and Eurodollars purchased. As of January 
8, 2(K)9, BAC had aFederal Funds and Eurodollars purchased position of$68 billion. 
Recently, the instihition has been a large net taker of hmds, mostly, to take advantage of 
the spread between price and interest paid on its Federal Reserve account, where BAC 
holds a balance of$83 billion. Staff thinks the overnight unsecured position is one the 
most vulnerable funding positions at the company. This is critical because the Federal 
Funds purebred petition effectively funds the majority of the institution’s cash petition. 
If hind providers back away from BAC, it would significantly reduce the institution’s 
liquid asset buffer and result in early dependence on contingent liquidity sources. 
Furdiermore, it is likely that odier financial institutions could experience similar 
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constraints based on the percq>tion of more widespread industry issues given BAC's 
strong reputation. 

BAG’S largest secured funding source is repo and securities lending. BAG is also 
the laigest user of tri-party repo funding through BNYM that could result in significant 
systemic risk. The potential exists for the hi-par^ repo market to b«»>me frozen due to 
reluctance of counterparties to finance positions. Repo and 5«:uritie$ lending totaled 
$571 billion, witfi $384 billion or 67 percent rolled overnight. The quality of the repo and 
securities tending collaterai is generally good with $440 billion consisting of Treasury 
and ^ency collateral. This coHateraJ class is less vulnerable to counterparties pulling 
away, but could result in additional haircuts which currency are 0-2 percent for 
Treasuries and 3-5 percent for agency pass-through securities. The remaining repo and 
securities lending collateral is much more vulnerable to investors ^Hilling away or 
requiring hi^er haircuU and consist of S83 billion in investment grade bonds, $22 billion 
of liquid equities, and $26 billion of other collateral. Management reported illiquid repo 
collateral totaling $50 billion, which is most vulnerable to funding difficulties. The 
company’s current unencumbered investment collateral totaled $85 billion, which consist 
mostly of agency MBS. 

The banking organizations representing the largest fond providers to BAG are 
shown In Table 1 on page 9. 

The company also utilizes FHLB funding to finance ionger-teim assets with $92 
billion outstanding. Cenendly, the majority of FHLB funding is relatively short with $1 1 
billion maturing within l-month and $41 billion maturing within t-year. This funding 
source is less vulnerable, and the company reports $77 billion of available loan collateral 
that could be pledged to the FHLBs for fondtng. 

Legacy BAG has been a substantial user of government related liquidity programs. 
Utilizing three depository subsidiaries, legacy BAG has accessed the TAF in varying 
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amount since September 2008. The current outstanding balance is $55 billion, with $30 
billion maturing in January, and $2S billion maturing in March. In i^dition, the 
institution will be bidding for $20 billion in the 28-day auction wi January 12'**. The 
discount window capacity is $106 billion. While Banc of America Securities LLC has 
reduced its usage of the PDCF and TSLF to zero, ML entities still use these pro^ams for 
a combin«l amount of $21 billion. In terms of unsecured funding, legacy BAC has 
issued $15 billion to the CPFF which matures in Janu^. More recently, the institution 
has issued $20 billion in 2- to 3^-year medium term notes guaranteed under the TLCP, 
with log billion of additional capacity. 

BAC has a variety of contingent liquidity exposures that could be a drain on the 
liquidity position. Adverse market perception could result in draws on commitments and 
investors pulling outof ABCP programs. BAC has SI. 3 trillion in unfunded loan 
commitment, of which $827 billion are aedit card commitments for which normal 
funding through the securitization market is no longer available. BAC has $338 billion is 
unfunded commercial loan commitments which includes SI billion in unfunded leverage 
loans that are expected to jfund in January. BAC has ABCP with a committed balance of 
$89 billion and a current outstanding balance of $54 billion, of which at least $5 billion is 
currently not eligible for the CPFF, and the remaining amount would also become 
ineligible for the CPFF if the company is downgraded below A-I/P-1. 

BAC is a major player in a wide range of derivative markets, both as a 
counterparty to OTC trades and as a broker. Adverse market perception could result in 
several actions that could impact BAG'S market-making ability. Specifically, BAC may 
have difficulty entering into uncoHateralized trading positions, thereby losing access to 
the deal^ market. In addition, similar to the reaction legacy BAC bad to other troubled 
firms, dealers may only want to enter into trades with BAC that reduce the dealer’s 
counterparty exposure to these entities. These actions could make it difficult for BAC to 
enter into transactions to meet client needs and hedge the company’s own risk exposures. 
In addition, the combination of legacy BAC and ML has effectively resulted In reducing 
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the number of market makers. Therefore, if BAC’s market-making abilities are impaired 
this could result in a broader systemic risk to the marketplace. 

Adverse perception in the marketplace could lead to cotmteipaities wanting to 
renegotiate credit support agreements on derivative transactions in order to increase 
collateral margin rcquiremoits. On January 9, 2009, BAC had approximately $121 
billion in collateral posted with 5154 billion received related to derivatives trading. A 1- 
notch downgrade in rating would restUt in a contr«:tual increase in coHatera! posting by 
$10 billion, widi an additional $3 billion fora 3-noh:h downgrade. However, as 
previously mentioned, adverse market perception could result in renegotiations that 
would increase colls^eral requirements. 

Legacy BAC is a signlfic^t participant in U.S. payment and securities settlement 
systems as well as in several foreign payment systems. For example, legacy BAC settles 
significant values over both CHIPS Fedwire.^ It is a direct participant and settles 
foreign exchange transactions through CLS. Legacy BAC is also a direct participant in 
the Depository Tmst Company (DTC), the Fixed Income Clearing Corporation (FICC), 
and the Nation^ Securities Clearing Corporation (NSCC). Further, legacy BAC 
participates in the m^or derivatives clearing entities, such as the CME Group’s range of 
central counterparties and the Options Clearing Corporation (OCC). L^acy BAC also 
has numerous bilateral clearing relationships with its couQteT>arties in the over-the- 
counter markets. ML is a participant in the same broad range of major clearing and 
settlement organizations in the United States. Legacy BAC and ML combined (and their 
related entities) participate in numerous exchanges and clearing organizations in a wide 
range of countries around the world. 

Under iiw Interagency Paper on Sound Practices to Strengthen the Resilience of 
the U.S. Financial System., legacy BAC is a significant market participant in three of the 
five critical financial markets (wholesale payments, foreign exchange, and U.S. 
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government and agency securities), and ML is a si^ificant market participant in a fourth 
market (corporate and municipal securities)/ An inabiliq' of these organizations to ftilfil! 
their obligations in these markets and the related systems 'would lead to widespread 
disruptions in payment and settlement systems in the U.S. as wdl as abroad. 


Sigaincant in Critical Fmanciai Market 
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In the retail payment area. Legacy BAC is a significant automated clearing house 
(ACH) participant within the debit and credit retail payments channel. According to the 
roost recent data, lcg:»^ BAC’s more than 2.8 trillion ACH items processed placed them 
second in transaction volume among all U.S. banks.* The ACH is the key mechanism for 
delivering wtomated payroll payments and automated government ^ansfers such as 
social security payments, to millions of U.S. households. Legacy BAC is also an 
important participant in the check clearing system and other key retail payment 
mechanisms. 


* In 2005. legacy BAC wu among U)« top five participants in both CHIPS and Fedwire, as measured by the 
dollar value of trartafers. 

* The last update to the market-share data used to determioe vvhich finm are “sigaificant” wu in 2005 

* FederaJ fiinds activify and other overnight funding transactions depend on wholesale peymon systems for 
settlemeet As lu^ disruptions in vdiolesaie payment systems can have significant ifflfrficstions for the supply 
of and demand forovemif^l foods. Because Of Ais dep^enqr and the fact that reliable infonnatioo on the Fed 
Ftmdi maikn it limited, the agencies do not identify key Fed Funds participants sepantely from key wbolesaJe 
payments paiticiputs. The agencia view firms with at least five peiceot of the con^hned total dollar value of 
transfers over die Fedwire funds service and CHIPS as signdicut in wholesale paymerts. 

’’ The U.S. ^vonment and ageicy securities market mcludes U.S. govenanent bills, notes, binds, and agency 
securities, induding moi^ge-backed securities issued by govenunenl-sponsored enterprises, as well as 
lepurdvue and revme repivchase agreements and tri-party repurchase agreements involv^ U.S. government 
and a^mey seewities. 

* 2007 MACHA. £lectn»uc ^ymeat Associate Facts and Statistics 
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Table I 

Banking Organizatioas Providing Funding/Tlxposures to Bank of America 




Bank of New York 

$46.1 

State Street 

$45J 

JPM Chase 

$41.6 

Fidelity Investmeats 

$27.8 

Citibank 

$24.5 

Northern Trust Corp 

S24J 

Blackrock 

$20.9 

JP Morgan Asset M®nt 

$18.0 

Goldman Sachs Asset Manacement 

$18.0 

PIMCO 

$16.4 

Barclays Global Investors 

$14.6 

i Wells Capital M^agemcnt 

$133 

Deutschc/BT 

$12.8 

Bank of New York Mellon Asset Memt 

$11.6 

HSBC 

$11.4 

i BNP Paribas 

$11.2 

i Goldman Sachs Capi^ Markets 

$10.8 

Charles Schwab Corporation 

$10.4 

Bank of International Settlements 

$9.1 

Mellon Financial Corporation 

$8.4 

Dresdner B^k AG 

$8.4 

Federated 

$7.8 

Mizuho Corporate Bank LTD 

$6.6 

Goldman Sachs Intemadopal 

$5.8 

Barclays Bank PLC 

$5.6 



Total Consolidated Top 25 

$ 430.7 • 


* Total diffcnnce fiom BAC s«urc« u caused by rounding. B^C also provides ibading/expostues to the above 
coufllerparties lQtai>ng$67.6B. 
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address deleted 


12/22/2008 02:14 PM 


Had a good conversation wrfOi Lewis just now. He confirms his willingness to drop 
the MAC and to work with the government to develop whatever support package 
might be needed for earnings announcement dates around Jan 20. We discussed 
his common equity issue. We agreed that having a significant amount of TARP 
capital in the form of common was not an ideal solution, given the ownership 
implications. But we agreed both to think about possible solutions (eg, a govt 
backstop of a capital raise, govt common with limited control rights etc.). 

He had a question which I will address to Scott (also to Deborah). He said he now 
fears lawsuits from shareholders for NOT invokitig the MAC, given the deterioration 
at ML I don't think that's very likely and said so. However, he still asked whether 
he could use as a defense that the govt ordered him to proceed for systemic 
reasons. I said no. It is true, however, that we have done analyses that indicate 
that not going through with the merger would pose important risks to BAC itself. 

So here's my question: Can the supervisors formally advise him that a MAC is not in 
the best interest of his company? If we did, could he cite that in defense if he did 
get sued for not pursuing a MAC? 


To Scott deleted 

a: Kevin Wai^/ , Randall S 

Kroszner/P<idress deleted Donald L 
Itohn/ ^ Deborah P 

Bailey/ 

Subjed BAC 
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Rvm: 

To: Seett A)vam 

5ubf«± Re:Fw:BAC 

DMb: 12/23/2008 11:08 AH 

E n crypte d 


Thanks, Scott Just to be dear, though we did not order Lewis to go forward, we 
did indicate that we believed that going forward would be detriinental to the health 
(safety and soundness) of his company. I think this is remote and so this question 
may just academic, but anyway: What would be wrong with a letter, not in 
advance of a litigation but if requested by the defense in the IWgafon, to the effed 
that our analysis supported the safety and soundness case for proceeding with the 
ma-ger and that we communicated that to Lewis? 

▼ aiuarPTa ddress deleted 


*l««/f‘id™ssdei8«d address deleted 

oc 

12/23/2008 10:18 AM Subject Re: Fw: BAC 


Mr. chairman. 

Shareholder suits against management for decisions like this are more a nuisance 
than sucxessfol. Courts will apply a “business judgment' rule that allows 
management wide discretion to make reasonable business judgments and seldom 
holds management liable for decisions that go bad. Witness B^r Stearns. A 
different question that doesn't seem to be the one Lewis is focused on is related to 
disclosure. Management may be exposed if it doesn't property disclose infomaUon 
that is materia! to investors. There are also Sarbanes-Oxley requirements that the 
management certify the accuarcy of various financial reports. Lewis should be able 
to comply with all those reporting and certification requirements while also 
completing this deal. His potential liability here will be whether he knew (or 
reasonably should have known) the magnitude of the ML losses when BA made Its 
disclosures to get the shareholder vote on the ML deal in early December. I'm sure 
his lawyers were much involved in that set of disclosures and Lewis was clear to us 
that he didn't hear about the increase in losses till recently. 

All that said, I don't think ifs necessary or appropriate for us to give Lewis a letter 
along the lines he asked. Rrst, we didn't order him to go fbrward-we simply 
e^lained our views on what the market reaction would be and left the dedsion to 
him. Second, making hard decisions is what he gets paid for and only he has the 
foil information needed to make the decision--so we shouldn't take him off the hook 
by appearing to take the decision out of his hands. 

Let me know if you'd like any more info on this. 

Scott 

address deleted 
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Mr. Bilbray. Now, when you get into this, you said “we did not 
guarantee BofA anything,” and you said, “there was no dollar 
amount referenced.” But could you in this conversation, instead of 
saying “we will pay this much out” or “we’ll get out of it,” could 
there have heen any other discussion? Statements like: Look, if 
there’s a concern, if there’s a problem here, we’ll take care of it or 
we’ll make you whole, you won’t — this deal will not impact you in 
the long run, that we’ll cover the difference. 

Mr. Bernanke. We committed to work with them to make sure 
they would be a stable company and that they would not collapse 
because of this issue. 

Mr. Bilbray. OK. I’m trying to clarify here because we’re going 
with testimony. So in other words, you are in a situation where 
you’ve got to handle this Merrill Lynch problem anyway. You have 
what looks like a merger forming, all at once the BOA starting to 
get cold feet, may pull it apart. They’re seeing it from the BOA, I 
mean Bank of America, taking on this burden. You see, you are 
going to have a burden one way or the other. 

Is it safe to say that from a management point of view, it looks 
simpler to get them to take this on so you can manage it as a sin- 
gle piece, rather than going back and forth? 

Mr. Kucinich. The gentleman’s time has expired. Do you want 
to put that in a question and then Mr. Bernanke can answer? 

Mr. Bilbray. Let me finish with this. You stated today that if 
you had it to do all over again, you believe today that you would 
do it exactly the same? Later in your testimony 

Mr. Kucinich. I am going to take it as a question. 

Mr. Bilbray. I will take the question. How do you explain the 
fact that today you did add a conditioning clause that you did ex- 
actly what you needed to do for what you knew at that time? Does 
that leave you a question? With that statement that you made 
today, does that leave in the back of your mind that maybe there 
are things you know today that you would have done differently? 

Mr. Kucinich. The witness may answer the question. 

Mr. Bernanke. I don’t know of anything material that would 
have affected that, given the powers we had and the situation at 
the time. 

Mr. Kucinich. I thank the gentleman. The Chair recognizes Mr. 
Clay. 

Mr. Clay. Thank you, Mr. Chairman. Thank you. Chairman 
Bernanke, for coming today. 

You have stated that the Fed acted appropriately regarding 
issues of public disclosure. You have further stated that neither 
you nor any member of the Federal Reserve ever directed, in- 
structed, or advised Bank of America to withhold from public dis- 
closure any information relating to Merrill Lynch, including the 
losses, the compensation packages, or bonuses. And I can believe 
that, and I have found you to be a person of integrity of the highest 
degree. 

Retrospectively, looking at the developments that occurred with 
the whole saga of Bank of America-Merrill Lynch, and the Depart- 
ment of Treasury, and looking at the losses investors, both institu- 
tional and individuals, absorbed, do you feel that you had some re- 
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sponsibility to disclose some of this information that you knew was 
being withheld? 

Mr. Bernanke. No. The information about the losses was the re- 
sponsibility of Bank of America to disclose, and it was up to them 
with their counsel to determine when that was appropriate. We 
were required, we the government were required to disclose the 
terms of the deal within a week after it was consummated, and we 
did that. 

Mr. Clay. At what point does the welfare of the investor become 
as important as the institution invested in? 

Mr. Bernanke. The welfare of the investor is very important. 
And my concern was that the system would collapse, that Bank of 
America would collapse, which would hardly be a good thing for the 
investors. 

Mr. Clay. And that was your responsibility then. 

Mr. Bernanke. My responsibility is to protect the overall finan- 
cial system. But I have to do that within the boundaries of super- 
visory practice and law. 

Mr. Clay. And at what point should you disclose information to 
the public? 

Mr. Bernanke. With respect to this particular issue, the law is 
clear that any action regarding TARP needs to be disclosed within 
a week, and we did that. 

Mr. Clay. Do you believe that the people were better served by 
being uninformed in making their investment decisions, especially 
when official America knew there were misrepresentations in the 
financial status of BofA? 

Mr. Bernanke. Well, again, those judgments were up to Bank of 
America. Our job was to try and make sure that the system was 
stabilized, and that was our primary focus. 

Mr. Clay. Mr. Chairman, why did you think it was necessary for 
BofA to acquire Merrill Lynch when Lehman had been allowed to 
fail? What was the thinking of saving AIG, Merrill, and Citigroup 
when these companies failed to adequately perform and uphold 
their fiduciary responsibilities to its stockholders? What made 
these three different from Lehman? 

Mr. Bernanke. We made extraordinary efforts to prevent Leh- 
man from failing. We were unsuccessful partly because we couldn’t 
find a merger partner. Bank of America was a potential merger 
partner. They decided against it, and we didn’t try to coerce them 
to do it. We didn’t have the powers to save Lehman, and that’s why 
they failed, very much — we were very concerned about it, and our 
concerns proved to be justified. 

With respect to the other cases, we did everything we could to 
avoid a systemic failure because of the risk of the financial system. 
AIG, as I mentioned earlier, was possible to address because the 
large insurance company provided collateral for a loan that would 
allow us to provide liquidity to the Financial Products Division, 
which was the source of the problem. 

After the Congress passed the TARP legislation, it was then 
much more direct and easy to address these problems. If we’d have 
had the TARP money in September, we might have been able to 
address the Lehman problem. 
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Mr. Clay. Was it really necessary to salvage AIG? I heard your 
explanation, but 

Mr. Bernanke. I do believe so. 

Mr. Clay [continuing]. They failed. They failed their own invest- 
ment. They failed themselves. 

Mr. Bernanke. I had no sympathy for AIG, and particularly for 
the Financial Products Division. But my concern was that if it 
failed that the consequences would have been a worldwide banking 
run, a severe financial meltdown, and very unknown but difficult 
consequences for the global economy, and I didn’t feel that I could 
take that chance. 

Mr. Clay. And I guess we thought the same about American 
automakers a few months ago; that they just couldn’t fail, either, 
they couldn’t go into bankruptcy. But we know a different story 
now. 

Thank you, Mr. Chairman, for your responses. 

Mr. Chairman, I yield back. 

Mr. Kucinich. I thank the gentleman. 

The Chair recognizes Mr. Fortenberry. You may proceed, sir. 

Mr. Fortenberry. Thank you, Mr. Chairman, and thank you. 
Chairman Bernanke, for your appearance here today. 

I read your testimony, and it appears to me to be a reasonable 
explanation of your role in the Bank of America-Merrill Lynch 
merger and the advocacy of certain additional bailout funds. How- 
ever, while that is the narrow purpose of this hearing, to unpack 
whether or not there were any conflicts there, and certainly you 
can understand the cynicism in that we have conflicting impres- 
sions from you and Mr. Lewis about the nature of this deal, I think 
fundamentally what is at issue here, what is the heart of the mat- 
ter, is the Fed’s future role as a systemic regulator. In that regard, 
let me go back to a couple of points that were just touched on. 

Do you believe it was in the best interest of this country for Mer- 
rill Lynch and Bank of America to be merged and to receive the 
bailout funds that they received, first the $25 billion between the 
two companies and then later the $20 billion, as Bank of America 
expressed concern, or let’s put it another way, waffling about the 
potential deal? 

Mr. Bernanke. I think it was critical that we avoided the failure 
of those firms and the implications that would have had for our fi- 
nancial system. We did so in a way that protected the taxpayer, 
and again I think we did the right thing. 

Mr. Fortenberry. One thing that concerns me about this, 
though, is information that we have from the FDIC Chairman 
Sheila Bair, who wrote to you prior to the final bailout moneys 
being received by Bank of America. She said there had been 
“strong discomfort with this deal at the FDIC for all of the reasons 
you and I have discussed.” 

What did you discuss? 

Mr. Bernanke. My recollection was that her concern was not 
about taking action to stabilize Bank of America. Her concern was 
that the FDIC would have financial exposure as part of the trans- 
action, and she was concerned in particular because the transaction 
involved not only a bank but also an investment bank, which was 
not in her sphere of responsibility. So it was the details of the 
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transaction, I understand it, that was her concern, not the basic 
idea of taking steps to stabilize the company. 

Mr. Fortenberry. Currently we have a situation, it is my under- 
standing, where 10 major banks control about 50 percent of depos- 
ited assets in this country. Bank of America being the largest. Is 
this a systemic risk? 

Mr. Bernanke. We have a lot of large banks, and under our cur- 
rent system and particularly in the current circumstances with fi- 
nancial conditions the way they are, the failure of one of those 
firms would be very dangerous for the American economy, and that 
is why I believe that the centerpiece of financial regulatory reforms 
should be steps to get rid of too-big-to-fail, to find measures that 
allow a large firm to fail when it is appropriate, but to do so in a 
way that doesn’t bring everything else down with it. 

Mr. Fortenberry. Well, I agree with that assessment, but I 
think it is pointing to the need to, in whatever future regulatory 
framework that we have, to consider the fact that we have 10 
banks controlling a majority of assets in this country, and that sys- 
temic risk is very real. Do you agree with that? 

Mr. Bernanke. It’s certainly real now. But I think there are 
steps that could reduce the risk associated with those things. 

Mr. Fortenberry. What could be those steps potentially? 

Mr. Bernanke. Well, for example, greater oversight, capital, and 
supervision of those companies. A resolution regime that would 

Mr. Fortenberry. That assumes failure. 

Mr. Bernanke. In the case of failure, that is correct. But that 
would create more market discipline because lenders to those 
banks would know that they wouldn’t necessarily be made whole 
in the case of a failure and they would therefore exert more dis- 
cipline on those companies. 

Mr. Fortenberry. The point I am driving at, are these too big? 
Are these banks too big? 

Mr. Bernanke. I think it is important that banks have no incen- 
tive to grow just to become too big to fail. But large banks probably 
have some other economic purposes, including global transactions, 
networks, and the like. I doubt we can go back to the world with 
only very small banks. 

Mr. Fortenberry. But we are concerned that this level of con- 
centration in the hands of too few is a potential systemic problem. 

Mr. Bernanke. It is a legitimate concern. Congressman, abso- 
lutely. 

Mr. Fortenberry. Mr. Chairman, I would like to yield the re- 
mainder of my time to Mr. Burton. 

Mr. Kucinich. The gentleman has the remainder of the time, 
about a minute. 

Mr. Burton. Thank you very much. 

You indicated that Secretary Paulson’s comment that he made 
that threat at the request of Chairman Bernanke was changed 
later on by Mr. Paulson. But what he said was, and I think this 
ought to be in the record, his prediction of what could happen — 
talking about you — his prediction of what could happen to Lewis 
and the board was his language — was Paulson’s language, but 
based on what he knew to be the Fed’s strong opposition to Bank 
of America attempting to renounce the deal. 
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You were the Fed. And he said it was based upon the knowledge 
that the Fed’s strong opposition to Bank of America attempting to 
renounce the deal was something that he knew to be the case, and 
that he was in effect speaking on behalf of what you had said to 
him. 

Mr. Kucinich. The gentleman’s time has expired. Chairman 
Bernanke, you are directed to answer his question though. 

Mr. Bernanke. We were strongly opposed to that action for the 
reasons I have described. 

Mr. Kucinich. Is that your answer? 

Mr. Bernanke. Yes. 

Mr. Kucinich. I thank the gentleman. 

The Chair now recognizes Mr. Welch. Thank you. 

Mr. Welch. Thank you, Mr. Chairman. 

Mr. Bernanke, I have one comment and two questions. My com- 
ment is thank you for your incredible service in very turbulent 
times. You have been very sturdy, and I think all of us really ap- 
preciate that. 

Two questions, one about Mr. Lewis and Bank of America, and 
then following up on what Mr. Fortenberry was asking about. 

Mr. Lewis was here, and he had a number of different stories on 
a single transaction. He told the shareholders that this Merrill deal 
was a great deal for them, and persisted in that story even in De- 
cember after he found out about a $9 billion additional deteriora- 
tion. And to, frankly, my amazement and shock, he never bothered 
to tell the shareholders the news that led him to the next assertion 
he made, that was so dire that he might invoke the nuclear option 
of the MAC clause. And then he told us basically that — using his 
words — he didn’t use the word “threat,” but he said there was 
“heavy pressure” from the Fed and Treasury to go through with 
this deal, with the assurance that the American taxpayer through 
the Fed and the Treasury would back up any of the toxic assets 
from Merrill. And I’ll just ask one specific question about that. 

One of his assertions to the board was that the Treasury and Fed 
have confirmed they will provide assistance to the corporation to 
restore capital and protect the corporation against the adverse im- 
pact of the Merrill Lynch assets. And he went on to say: “The cor- 
poration can rely on the Fed and Treasury to complete and deliver 
the promised support by January 20, the date scheduled for the re- 
lease of earnings by the corporation.” 

In your recollection, is that an accurate statement by Mr. Lewis? 

Mr. Bernanke. We did indicate that we would work with him in 
good faith to develop a transaction, develop a package that would 
preserve the stability of this company, and we proposed to do that 
by January 20th. That is correct. 

Mr. Welch. And that included backing up the toxic assets on 
Merrill’s balance sheet? 

Mr. Bernanke. There were no specifics about how we were going 
to do it. There were different possible approaches, in the event that 
RingFence is apparently not even going to be consummated. 

Mr. Welch. What he was specifically referring to was the news 
that they were aware of, that Merrill had far more toxic assets 
than had been disclosed to shareholders when they approved the 
deal in the early part of December. So is it your recollection that 
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the assurance he gave his board that the Fed and Treasury would 
back up the toxic assets on Merrill was accurate? 

Mr. Bernanke. Well, he knew that in the case of Citi, for exam- 
ple, that we had used both capital and a RingFence. So, clearly, 
that was one of the options that we were discussing as part of the 
transaction. 

Mr. Welch. Why don’t I get to this question that was started by 
Mr. Fortenberry. You have wisely stated, in my view, that we need 
a new regulatory regime to protect the economy from systemic risk. 
And there’s really two approaches that can be taken, and the Con- 
gress has to make a judgment which is the better one to go. One 
is a super sized regulator or some entity that has the capacity to 
monitor the risk of these huge financial conglomerates that when 
they go down bring us all with them. That is one approach. 

The other approach is to take the view that if an institution is 
too big to fail, it is too big to exist. And the virtue of that, frankly, 
is that it brings them down to a size where we don’t have to de- 
pend on the vigilance of regulators being overcome by the influence 
of the financial industry. 

So my question to you is, does it make sense for Congress to pur- 
sue a policy that says if an institution is too big to fail without 
threat to the economy, it is in fact too big to exist and, instead of 
regulating it, we should break it up? 

Mr. Bernanke. Well, there are two options. One is to allow large 
banks to take steps to protect the economy if in fact one comes to 
the brink of failure, which is what Treasury’s proposal, for exam- 
ple, includes. The other possibility is to restrict the size of the 
banks. 

I think it is legitimate to discuss both options. I would just point 
out that very large banks do have an economic function, a global 
reach, diversity of activities. But Congress may wish to look at dif- 
ferent options. I don’t want to prejudge what you will be deliberat- 
ing. 

Mr. Welch. Thank you. I yield back. 

Mr. Kucinich. The gentleman yields back. When our colleagues 
on the Republican side have others show up, they will be recog- 
nized. In return, we recognize Mr. Kanjorski. 

Mr. Kanjorski. Mr. Chairman, thank you for your testimony. 
And I have listened to a lot of my colleagues today use words like 
“threats,” even “lies,” “lying.” The reality is if a judge cautions an 
attorney that certain conduct would constitute contempt, it is not 
a threat. Is it? That is telling him the power of the court. It is lay- 
ing out what the rules are. I can’t see how people are jumping to 
the conclusion that by either yourself or the Secretary of Treasury 
informing a bank officer or a board that there were powers of the 
government to take action in a certain way which could constitute 
removal of the CEO or the board, that doesn’t constitute a threat. 
That is informing them of what the powers are. Isn’t it? 

Mr. Bernanke. As long as the reason for exerting that power is 
legitimate; i.e., that the manager took actions that prejudiced his 
own company. 

Mr. Kanjorski. And then that would be an issue that later on 
could be determined. But, nevertheless, it is not a threat. It is tell- 
ing the truth. 
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Mr. Bernanke. Yes, sir. 

Mr. Kanjorski. These are the confines of the power we have, 
and we’re willing to use it. And I am glad somebody told them that, 
if they did. I don’t know if they did, because — I doubt whether they 
seriously did. I listened to Mr. Lewis both here and as a witness, 
and I interviewed him individually. And he’s sort of rather happy 
with the acquisition that he made and it accounted for 75 percent 
of its profits of the Bank of America in the last quarter. So I would 
suspect that about 6 months to a year from now he is going to be 
telling this tremendous victory of his of acquiring Merrill Lynch. 

But all that being said, I don’t know why we are spending our 
time to find out what happened between September 15th and Janu- 
ary 1st. All we all know is a hell of a lot went over the dam, and 
particularly in that spectacular 2-week period after September 
15th. 

I want you, one, before you leave here to tell this committee and 
the American people what kind of jeopardy the American system 
and the world system was in so we reiterate that moment, that we 
weren’t all a bunch of relaxed confident people walking around 
making clear judgments, but we were working — making emergency 
judgments, working 20 and 24 hours a day, and not with the clear- 
est heads in the world. Is that correct? 

Mr. Bernanke. Thank you, sir, for that opportunity. September 
was an incredibly intense period of financial crisis. Many of the 
largest firms in America came under very severe pressure. 

The failure of Lehman Brothers and near failure of AIG were im- 
portant reasons why the world economy went into a nosedive that 
lasted for the entire second half or second — fourth quarter of 2008 
and the first quarter of 2009. 

The Treasury, the Federal Reserve, and other agencies worked 
overtime to try to prevent additional failures and additional crises. 
Fortunately, the Congress provided the TARP funding in early Oc- 
tober. In mid-October, there was an incipient global banking crisis 
that involved responses by policymakers around the world, the 
U.K., Australia, Japan, Germany, and elsewhere. The United 
States was able to join in that effort because of the TARP money. 
We averted at that time a global financial meltdown which, in my 
opinion, very likely would have created a depression-like environ- 
ment in the United States far more severe than the recession we 
have seen recently. 

Mr. Kanjorski. Thank you very much, Mr. Chairman. And I 
gave you your shot; now I am going to come back at you. 

Mr. Bernanke. Sure. 

Mr. Kanjorski. The thing we have to decide is what we are 
going to do in the future and how we are going to handle it. And 
one of the things in the last several months — and I have been in- 
volved in investigations of everything from the Madoff case to other 
transactions in the market. But what — studying the inside of our 
regulatory authorities, I find that, although they may have the au- 
thority, they may have the money to act, they sometimes don’t 
know how to act or don’t act properly. And, as a result, they have 
all the authority in the world to prevent something from happen- 
ing, but it happens anyway. And I want to say that charge would 
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lie against the Federal Reserve, and that is where we are hung up 
in the course of a dilemma. 

The Federal Reserve, as I can see it, had several opportunities 
to prevent this economic crisis. One is the long used 14 years of 
power to lay down the conditions on mortgage obligations in this 
country, that all the way through, about 12 of those 14 years the 
Federal Reserve failed to take any action until you came on the 
scene and finally did enact a set of standards across the board. If 
they had enacted earlier those standards, most of these toxic assets 
we talk about wouldn’t be circulating around the world with the 
imprimatur that they’re supported and passed on by the U.S. Gov- 
ernment. 

Two, there are issues with the Federal Reserve that they are now 
acquiring additional powers when they failed to use their past pow- 
ers. 

Could you address those two issues. 

Mr. Bernanke. Certainly. And I agree with you 

Mr. Kucinich. The gentleman’s time has expired, but please an- 
swer the question. 

Mr. Bernanke. Congressman Kanjorski, you are right that the 
Federal Reserve was late to invoke those consumer protection pow- 
ers. We have been very aggressive, as you know, for the past couple 
of years. I think it is very important if the Fed retains those pow- 
ers that we strengthen the priority that those have in our decision- 
making and that we strengthened accountability that we report fre- 
quently to Congress about what we are doing in these areas. So 
that is very important. 

In terms of additional powers, I think it is worthwhile pointing 
out that if we look, for example, at the Treasury’s proposal to make 
the Fed the consolidated supervisor of systemically critical firms, 
that it’s not major difference in terms of powers from what we cur- 
rently have, which is being an umbrella supervisor of all the finan- 
cial holding companies. Rather, it would be not so much a change 
in powers but a change in approach whereby we would take a sys- 
temic systemwide approach in how we would regulate those firms 
rather than looking at them bank by bank or firm by firm. 

So it is not a massive increase in powers. It is really a change 
in their strategy. 

Mr. Kucinich. I thank the gentleman for his response. The Chair 
recognizes Mr. Turner. 

Mr. Turner. Thank you, Mr. Chairman. 

Mr. Bernanke, I want to thank you for being here today. I know 
that we have had very difficult times, and certainly you and Mr. 
Paulson and others we know have worked diligently to try to re- 
store the financial security of the country. 

There are divergent opinions, though, of the actions that are 
taken and to how we should approach them. I have voted against 
every bailout that has come before this Congress, and I have done 
that because I felt that the programs that were put before us were 
not clearly defined; the scope of the costs or expense was not clear- 
ly defined; the ability to hold people accountable was difficult to as- 
certain in programs that were undefined. And I think that we are 
seeing now, as the American public looks at this, there’s a lot of 
unintended consequences. There are things that are happening 
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that the American people are saying, “well, I didn’t quite think 
that’s what it’s going to be.” 

I know you are facing a lot of questions today concerning Bank 
of America and Merrill Lynch, and they go right to the heart, I 
think, of questions concerning the Federal Government’s proper 
role in private enterprise. How do we step in appropriately? How 
do we not step in? 

You know, the Federal Government has very mixed performance 
when it comes to the issues of interfering or intervention in private 
enterprise. Frequently, this committee has hearings on issues as 
basic as our contracting processes with private enterprise. We are 
not a very good customer. Many times issues arise where people 
wonder whether there’s been abuse of processes, conflicts of inter- 
est. So when you then put another layer of us just not being a cus- 
tomer but us being an investor, an entity that is providing a bail- 
out, or even an owner, people have a great deal of concern. 

Yesterday, I introduced House Joint Resolution 57, the Preserv- 
ing Capitalism in America Amendment. It is a proposed amend- 
ment to the U.S. Constitution. It came about as a result of my dis- 
cussion with people back home because several people that I spoke 
to said that they did not believe that enough people were taking 
a stand to say this is wrong, I don’t believe that this should have 
happened in this manner. I know we have difficulty, but I don’t 
agree with this structure. I don’t agree that we should own General 
Motors. 

The Constitutional amendment would limit the ability of the 
Federal Government to acquire an ownership interest in a private 
corporation. It does give the government the ability to issue loans. 
It also allows us to invest in public authorities, public use corpora- 
tions, and also allows investments by government pension funds. 

It turns out that, as I was discussing this with people in my com- 
munity, that limiting government ownership over private enter- 
prise is not a new idea. We found that at least eight State Con- 
stitutions have in some form limited the State’s ability to acquire 
stock or equity in a company apparently as a result of the panic 
of 1837, which you would know a whole lot more about than I do 
as a result of your great historical expertise. 

But a number of people have concerns as the Obama administra- 
tion moves forward, as the bailouts in the financial sector move for- 
ward, as our domestic automobile industry becomes publicly owned. 

The Constitutional amendment that I dropped yesterday was 
dropped with 102 original cosponsors. Nearly a quarter of the 
House stepped forward and said, I want to support a Constitutional 
amendment because we don’t think it can be done by statute, that 
could say: We understand that there are times when action needs 
to be taken. We understand when intervention needs to occur. But 
we do not believe that ownership is a structure that should be an 
available option. We are very concerned about what happens next. 

For example, we have a huge ownership interest in General Mo- 
tors. We don’t in Ford. Let’s say both of them bid on a government 
contract. What happens then? Can Ford be assured that they are 
going to have the equal treatment when the government’s virtually 
bidding for its own contract? 
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I would like your thoughts on the amendment. And if that 
amendment was in place, I would like your thoughts as to how you 
would have gone about — and how TARP funds would have been 
used and some of these other things could have been structured in 
a way where we wouldn’t have ended up with ownership but you 
would have responded to our financial crisis. 

Mr. Bernanke. Well, I agree with you that limited government 
ownership, limited government intervention in the private sector is 
frequently a good policy. And in that respect, I think that is a very 
good approach. 

I should say, though, that in order to make that a viable policy 
in our financial sector we need to have a set of rules and regula- 
tions that can allow financial firms to fail. And I believe in failure. 
You know, failure — capitalism without failure is like religion with- 
out sin, somebody said. You need to have failure. But you have to 
have failure in a way that is not going to bring down the entire 
system. So if you are going to do that, you need to also have rules 
and regulations that allow the orderly wind-down, the orderly fail- 
ure of large financial firms. 

Mr. Turner. Before we conclude, Mr. Chairman, if you’d allow 
me. So I don’t believe you are saying, are you, that you think that 
the only way you could have intervened is to result in ownership; 
that there weren’t structures of loans and other assistance that 
could have been provided that wouldn’t have ended up in the Fed- 
eral Government having an ownership interest? And then of 
course, therefore, where we get this conflict of, well, how is the gov- 
ernment going to execute its government interest? 

Mr. Bernanke. I have to think about that. But if you look at 
banking crises in history, in Japan and Sweden, in the United 
States in the 1930’s, and so on, frequently you do have a period of 
capital being injected by the government, which essentially is a 
temporary ownership. Usually those things are temporary. 

But, again, I am not sure what the alternative would be. I would 
be happy to think about it. But in order to avoid ever having gov- 
ernment ownership again, you need to figure out a way to avoid 
having the crisis in the first place. And I think that should be the 
first priority. 

Mr. Turner. I appreciate the thoughts, because people are obvi- 
ously very concerned about this. And this looks like a line that per- 
haps we should not take. 

Thank you so much. 

Chairman Towns [presiding]. Thank you so much. Yield to the 
gentleman from Massachusetts, Mr. Lynch. 

Mr. Lynch. Thank you, Mr. Chairman. Thank you, Mr. Chair- 
man. As someone who voted against the TARP, I just want to com- 
ment on your kind remarks in saying that through the wisdom of 
Congress we passed the TARP bill. No. 1, as you may remember, 
TARP was presented to us as a way to purchase toxic mortgages. 
It was never used for that. So what we voted for was never put into 
action. 

No. 2, several weeks after we did the TARP bill, we also passed 
a TARP corrections bill. It was a 400-page bill that we passed to 
correct all the mistakes that we made in TARP. So I am not so 
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sure that the wisdom of Congress is necessarily accurately ascribed 
in that statement. 

I do want to say I agree with Chairman Kanjorski about the con- 
text in which you took all this action. The sky was falling, it was 
a very difficult time. But I do want to say the reason we are going 
over this chronology is because we have granted the Fed enormous 
independence, and there is sometimes a tension between the 
premise of the taxpayers’ interest and the power of the Fed and the 
independence of the Fed, and that is why we are going over this. 

There has been a lot of back and forth today. But, basically, what 
the facts are is that Merrill got into trouble very early in 2007 
when E. Stanley O’Neal was there. It was a very difficult situation. 
There was a merger proposal that you supported quite strongly be- 
tween Bank of America and Merrill Lynch. There was an agree- 
ment to enter into that merger. And then at some subsequent time 
there were major losses. There were early losses, $8.4 billion that 
occurred in 2007. It looked like an additional $12 billion that was 
discovered by Mr. Lewis on December 14, 2008. And then he an- 
nounced his desire or his intention to invoke the MAC. And then 
we have a difference of opinion, and that is on one side some folks 
are saying that you or Mr. Paulson threatened Mr. Lewis. Other 
people say it was simply iron-fisted encouragement to have him 
stay in the deal. In any event, he did that. He stayed in the deal. 
And there is an interesting e-mail from you, and I just want to go 
over this because I am interested in the taxpayers’ position. 

It says here — this is from you, Mr. Chairman, to Scott Alvarez. 
And it says: “I had a good conversation with Lewis just now. He 
confirms his willingness to drop the MAC — the opposition to the 
deal going forward — and to work with the government to develop 
whatever support package might be needed for earnings announce- 
ment dates around January 20th. We discussed his common equity 
issue. We agreed that having a significant amount of TARP capital 
in the form of common” — common equity — “was not an ideal solu- 
tion given the ownership implications. But we agreed both to think 
about possible solutions,” parenthesis, “a government backstop of a 
capital raise or a government common with limited control rights.” 

Now, it sounds to me like Ken Lewis is concerned about his job. 
And for the American taxpayer to get voting rights in return for 
their TARP money, Mr. Lewis would be gone, I believe. Is that the 
concern that you believe Mr. Lewis expressed regarding the TARP 
being presented with rights, voting rights for the American tax- 
payer in that deal? 

Mr. Bernanke. I don’t know exactly what his concern was. It 
may have also been involved in just concern about government 
intervention in his management and in the operations of the com- 
pany. 

Mr. Lynch. Well, there was a — this discussion, it is what it is. 
It indicates that Mr. Lewis is concerned about the taxpayer having 
some input here, some control. And it sounds like your — it says: 
But we agreed to think about possible solutions to that, a backstop 
of capital raise or government taxpayer involvement here with lim- 
ited control rights. And I am just wondering whether — in this deal 
to provide this support, whether the taxpayers are getting the full 
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leverage that they should have gotten given the amount of assist- 
ance we put into this company, into this deal. 

Mr. Bernanke. Well, the company is subject both to the restric- 
tions of the TARP and the Treasury’s provisions on executive com- 
pensation and the like, and they are also subject to — as has been 
discussed, they are subject to the supervisory oversight of the Fed- 
eral Reserve and the OCC. And we have taken actions, for exam- 
ple, to ask them to add independent directors to their board and 
make other appropriate changes to their company. 

Mr. Lynch. Could we have not gotten greater protections for the 
American taxpayer in this deal than what we did in terms of — con- 
sidering that we are saving this company with the American tax- 
payers’ assistance and we don’t gain the control that I think is 
commensurate with that support? 

Mr. Bernanke. Well, the — I am not quite sure. I would have to 
go back and look at that e-mail again. At that time the TARP 
money was all provided in the form of preferred stock, which is — 
on the one hand is not voting but on the other hand is senior to 
common equity and, therefore, is safer. 

Mr. Lynch. They get paid first. I understand that. But it is the 
lack of — it seems like Mr. Lewis was most concerned with lack of 
input or lack of control on the part of the taxpayer. And I think 
that would have helped us, you know, in this deal if we had had 
greater control on behalf of the American taxpayer. 

Mr. Chairman, my time has expired. Again, Mr. Chairman, I 
thank you for appearing and helping us with our work. I yield 
back. 

Chairman TOWNS. Thank you very much. I now yield 5 minutes 
to the gentleman from Massachusetts, Mr. Tierney. 

Mr. Tierney. Thank you, Mr. Chairman. 

Mr. Bernanke, I want to discuss, if I can, for a second, is this 
another way that public money seemed to have flowed to some of 
these financial institutions? Back in March 2009, AIG disclosed the 
name of certain of the counterparties, people that they had credit 
default swaps agreements with, and Bank of America was among 
them as well as others. It appears from our records here that there 
were losses in the so-called super senior multi-sector credit default 
swaps, the portfolio that AIG had, and that it created a liquidity 
problem. They had obligations, that if there were problems in that 
portfolio they had to put more cash in or more collateral security 
for their obligation. 

The Federal Reserve Board of New York then provided $85 bil- 
lion in a loan to AIG. The testimony here was that then that 
money was used to buy out the contracts and cancel them. That is 
how they took care of that obligation. What was of concern to me 
and some others was that the counterparties appeared to have re- 
ceived 100 percent, even though testimony from people at AIG be- 
fore this committee said that they thought that there were a lot of 
contentious reasons to think they did not owe 100 percent, if they 
owed anything at all, on those particular obligations, that there 
had been serious negotiations about whether they should pay any- 
thing to these counterparties and, that if they should pay some- 
thing, how much less than 100 percent they should pay. 
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When we pressed Mr. Liddy, AIG, for background on that for just 
how the negotiations went, why it is they paid 100 percent, his 
comment was that he was the wrong person to talk to; that in fact 
the Fed had all of those documents and paperwork because they in 
fact struck the deal. 

So my question to you is, why was 100 percent paid on these var- 
ious obligations, including the one to Bank of America? And what 
was the rationale there? Why weren’t the interests of the — the pub- 
lic money interests protected so that there was a better negotiation 
than just forking over 100 percent? 

Mr. Bernanke. Sir, I don’t see on what basis that less than 100 
percent could have been paid. They were contractual obligations. 
Failure to pay them would have allowed the creditors to force 
bankruptcy, which was exactly what we were trying to avoid. This 
is precisely why we need a resolution regime which would allow the 
resolver to haircut creditors and to abrogate existing contracts. But 
under current law you can’t avoid bankruptcy without paying off 
the existing contracts. 

Mr. Tierney. Well, except that the people that were running AIG 
said that they thought that there were certainly issues involved in 
that they didn’t owe money; that the default may not have oc- 
curred, or if it occurred, it didn’t obligate them to pay a full 
amount. These people that were running the company, that had 
made the contracts, that felt very strongly they had been negotiat- 
ing on these for a period of time and apparently thought that they 
could have struck deals that would have not obligated 100 percent. 
These are contractual issues. So it could have been done. And yet, 
once they turned that matter over to the Fed, the Fed and their 
inferences was, just rolled over and gave 100 percent to Bank of 
America, Citibank, other people. And it looks to others from the 
outside that we were trying to make those people healthy, unques- 
tionably, by taking public money and putting it in their coffers by 
folding on that deal. 

So my question to you is, will you produce to this committee cop- 
ies of all the credit derivative contracts that AIG Financial Prod- 
ucts Corp. had with those third-party counterparties, including all 
the details of the terms and conditions of the contracts? All docu- 
ments and correspondence regarding the creation of Maiden Lane 
3, the special purpose vehicle that was created by the Fed to do 
these transactions, and including the negotiations that went on for 
that? And then, all documents and correspondence concerning the 
management and overside of Maiden Lane Trust so that we can get 
a look at those documents and make an assessment on that? 

Mr. Bernanke. I think we just — in our recent release, I think we 
just released a whole set of documents related to those issues. But 
if you have specific — we just created a monthly publication that 
provides a lot of information about the Maiden Lanes, for example. 
If you would send us a letter with a specific request, we will see 
what is available. 

Mr. Tierney. We certainly will. When you say you will see what 
is available, I mean, we want everything that is available. And the 
question to you is, when we make that request, will you provide it? 

Mr. Bernanke. If I am able to do so, I will. 

Mr. Tierney. Thank you. I yield back. 
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Chairman Towns. Thank you very much. I now yield to the gen- 
tleman from Illinois, Mr. Davis. 

Mr. Davis. Thank you very much, Mr. Chairman. And, Chairman 
Bernanke, thank you for being here and for your long patience and 
endurance. 

Let me just ask you, how involved is the Fed in the day-to-day 
management of Bank of America? For example, does the Fed have 
veto power on major decisionmaking at Bank of America? And, has 
any consideration been given to replacing upper-level management? 

Mr. Bernanke. The Fed is not involved in day-to-day manage- 
ment. That is the responsibility of the board and the management. 
We are involved in evaluating the capital, the assets, liquidity, and 
the management of the corporation. We have had concerns about 
aspects of the management, and we have asked the board in par- 
ticular to add independent directors, which they are in the process 
of doing, and we will continue to be very careful and monitor the 
management situation. But we do not take daily decisions. That is 
not our job. 

Mr. Davis. Mr. Chairman, let me ask you, when the government 
invested heavily in AIG, Fannie Mae, and Freddie Mac, the man- 
agement was actually replaced. Why was the fate of Mr. Lewis so 
different in this instance? 

Mr. Bernanke. Well, I think in this case that the merger was 
undertaken in good faith. It was — at the time looked like a reason- 
able combination. A lot of firms suffered severe losses in the fourth 
quarter. It was one of the worst quarters I think in history in 
terms of financial losses. 

Our judgment at the time was that he could continue to lead the 
company, and we have not addressed that, but obviously we will 
continue to evaluate management and the board as we go forward 
and make sure that we are comfortable with the leadership of 
Bank of America. 

Mr. Davis. In an e-mail from Mr. Warsh to yourself on December 
30th, Mr. Warsh writes, “Ken Lewis is going to call you to reaffirm 
the understanding you have. Ken may also raise his favorite peren- 
nial issue; that is, the Richmond supervisory team on the same 
page as the board. Richmond staff was on our call today, but prior 
to the call it sounds like they may have threatened a little more 
than ideal. Need to get rid of dividend and fast. I told price system 
will be making joint determinations.” 

My question is, to your knowledge, do you think that Mr. Lewis’ 
interaction with the supervisory team at the Richmond Fed threat- 
ened, coerced in any way Mr. Lewis? 

Mr. Bernanke. Well, the Federal Reserve in general throughout 
last year was concerned about Bank of America’s capital and par- 
ticularly its tangible common equity. And the Federal Reserve 
Bank of Richmond, which was the supervisor of Bank of America, 
was interested in having Bank of America increase their capital 
perhaps by reducing their dividend or through other measures. 

At the various points there were some confusions, I think, about 
what the position of the Fed was because there were 
miscommunications between the Richmond Fed and the Board of 
Governors in Washington. And Mr. Lewis, far from being intimi- 
dated, was free to call me and ask me for resolution of these issues. 
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and we made sure that everybody was on the same page and got 
that cleared up. 

Mr. Davis. So it would be a normal interaction in terms of 

Mr. Bernanke. Yes. A normal process. 

Mr. Davis [continuing]. Than, look, I am having some concerns 
with Richmond, and that kind of thing? 

Mr. Bernanke. Yes. 

Mr. Davis. Mr. Chairman, let me ask you. You have gone on 
record as supporting increased transparency in connection with the 
Federal Reserve operation. Yet the bailout of Bank of America was 
done behind closed doors without investor public knowledge or 
input. Could the American people really understand in any way 
what happened? I mean, what really happened? Was Mr. Lewis 
bullied into going forward with his own bad deal? Or, did Mr. 
Lewis recklessly agree to pay too much for Merrill Lynch so that 
the Federal Government felt backed into a corner when faced with 
the prospect of Lewis backing out of the Merrill deal? And of course 
we experience the inevitable bankruptcy of Merrill Lynch. 

Could you respond to those? 

Mr. Bernanke. Yes, sir. Today I think has been very productive 
in terms of transparency and more information about what hap- 
pened. Clearly, it was a very difficult period and many complex 
problems that were being addressed. But, as I have indicated, I be- 
lieve that we solved this problem without in any way taking steps 
that were either beyond the law or unethical. And I believe we did 
the right thing in order to stabilize both companies and the finan- 
cial system. 

Mr. Davis. Thank you very much. And thank you, Mr. Chairman. 

Chairman TOWNS. The gentleman’s time has expired. Congress- 
woman Norton for 5 minutes. 

Ms. Norton. Thank you, Mr. Chairman. And we do appreciate 
the transparency you are trying to bring to this transaction. I am 
not inclined to second-guess the judgment of people in the midst of 
trying to deal with a problem arising, problem after problem, in the 
midst of a crisis, an unusual crisis at that. I am interested in Bank 
of America’s options under the circumstances. Bank of America had 
shareholders. We did have a series of rather unusual late-develop- 
ing facts or factors to come to light in the process of the negotia- 
tions for this agreement. 

I am wondering if it would not be true that — let me lay the pred- 
icate for this by saying you apparently — the Legal Division appar- 
ently had an opinion that no Delaware court had been found that 
“that have found a MAC or material adverse effect to have occurred 
in the context of a merger agreement.” Well, one would have to 
know the facts surrounding those circumstances. And to suppose 
that they could not possibly have been at the same level of inten- 
sity as these, because we were in the middle of a national economic 
crisis. That aside, I can understand from that one sentence that, 
without knowing what the case law was, that there was that con- 
clusion. 

But could not Bank of America have negotiated a reduction in 
price with Merrill had it invoked the MAC clause? Wouldn’t you 
think that would be the logical thing to try to do, given the obliga- 
tion to the shareholders? 
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Mr. Bernanke. First, we did review the case law, and I think it 
was quite applicable. I am not a lawyer, but the advice I got was 
that it bore very directly on the situation that we were looking at, 
specifically, that short-term losses, no matter how large, are not 
basis for a MAC in this particular case. Only long-term 
durationally significant losses in revenue or revenue production are 
grounds. And, of course, Merrill Lynch has proved to be a profitable 
acquisition for Bank of America. 

Ms. Norton. Then why not negotiate a better price? That wasn’t 
the issue that Lewis originally raised. He was talking about just 
breaking off the merger. But I think that would have also been 
very dangerous, because the markets would have been faced with 
the uncertainty of whether or not the deal was going to go through. 
Merrill Lynch would probably not be able to survive absent the 
support of Bank of America, and so there would have been an im- 
mediate problem with Merrill Lynch which would have created 
broader problems in the financial markets. 

Mr. Bernanke. I don’t think 

Ms. Norton. Even if they threatened to do that in the context 
of negotiating? 

Mr. Bernanke. Well, you can’t negotiate anything unless you are 
willing to go through with your threat, as you know. 

Ms. Norton. It happens every day. 

Mr. Bernanke. And so, therefore, there would have to be a prob- 
ability in the minds of market participants that in fact Bank of 
America would not go through with the merger. 

Ms. Norton. So you think that would have been considered a 
bluff? 

Mr. Bernanke. I think that would have been destabilizing as 
well. Yes. 

Ms. Norton. And in consummating, though, the merger as it 
was originally planned, in effect didn’t the Bank of America share- 
holders take a good part of the hit of the Merrill losses? 

Mr. Bernanke. Not in our view. As I said, when I talked to Mr. 
Lewis about this, I stressed that not only was invoking the MAC 
bad for the financial system broadly, but I thought — our opinion 
was that it would be bad for Bank of America itself And, in par- 
ticular, if invoking the MAC had caused Bank of America either to 
fail or to become — have to be saved on some emergency basis by 
the government, that clearly would not have been good for the 
shareholders of Bank of America. Now of course, in the end he had 
to make the judgment of what to do. But that, in my opinion, it 
was not obvious at all that invoking the MAC was a good thing for 
the Bank of America shareholders. 

Ms. Norton. And you think he made that decision on his own 
without undue influence from the government in any way? 

Mr. Bernanke. I believe he did. 

Ms. Norton. Thank you, Mr. Chairman. 

Chairman TOWNS. Thank you very much. Mr. Chairman, I know 
we have an agreement that we would finish at 1. Would it be pos- 
sible for you to stay until 1:10? Would that create a problem for 
you? And I understand agreement. OK. 

Mr. Bernanke. Yes. 
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Chairman Towns. Thank you very much. Let me say to the 
Members, what we will do is divide 10 minutes on each side. And 
of course — so why don’t we yield 5 minutes to the ranking member 
on the committee. 

Mr. ISSA. Thank you, Mr. Chairman. I will be brief. I just want 
to go through a couple of quick questions. 

First of all, it appears as though much of the media thinks the 
end justifies the means, meaning that even if there were threats 
or if people felt threatened to go through with deals, it is OK be- 
cause it worked out. Do you agree with that? 

Mr. Bernanke. No, sir. We used only legal and ethical means. 

Mr. IssA. I appreciate that. Do you also agree that at all times 
the rule of law and the expectations that are written in both the 
letter and the broader meaning of the law should be the guidance 
for all transactions done behind closed doors by Federal officials? 

Mr. Bernanke. Yes, sir. 

Mr. IssA. As we choose to find ways to resolve the ambiguity be- 
tween Ken Lewis, Hank Paulson, yourself, and of course a number 
of people whose e-mails have been cited today, are you prepared to 
answer in writing — not return here probably — additional questions 
that may come up that would help us clear that up? 

Mr. Bernanke. Yes. 

Mr. IsSA. Do you at this time believe that, intentionally, Ken 
Lewis, Hank Paulson, or any of the people we have cited today in 
e-mails intended to lie in their statements? 

Mr. Bernanke. I have no judgment on that. 

Mr. IsSA. But you believe in good faith that they think what they 
are saying is true, at least as far as you know? 

Mr. Bernanke. As far as I know. 

Mr. IsSA. Do you think that Federal regulators should pick win- 
ners and losers as they go through trying to figure out in a crisis 
like this who gets to own who or who gets bailout money and who 
doesn’t? 

Mr. Bernanke. I think all these interventions are very unfortu- 
nate, and they are only made necessary by the extreme cir- 
cumstances. 

Mr. IssA. Earlier, one of the people we mentioned was Mr. 
Lacker. In light of his e-mail paraphrasing a longer discussion, do 
you intend to speak to him and try to clarify how the difference in 
interpretation could have happened? 

Mr. Bernanke. I have done so already, and he didn’t have any 
further recollection. 

Mr. IsSA. OK. And then I would like to yield to Mr. Burton the 
balance of this 5 minutes. 

Mr. Burton. Let me just say that I don’t want to dwell on this, 
but one of the biggest problems I have is the government telling 
the private sector what to do and how to do it. We had the head 
of General Motors literally fired by the government. Now, there 
might have been justification for his removal, but I didn’t think the 
government ought to be telling somebody who is answerable to the 
stockholders what they are supposed to do. 

One of the things that concerns me is on December 5th, Bank of 
America’s stockholders approved that sale or that purchase and 
that merger when they thought it was a $9 billion loss. And then 
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the 14th, they found out it wasn’t $9 billion but $12 billion. And 
then, because they decided that they didn’t want to do that, they 
contacted you and Mr. Paulson. And whether Mr. Paulson said di- 
rectly you told him to do it or not to do it, but the inference was 
there, that the Fed said if they pull out of this deal, their board 
and the CEO is going to be gone. 

Mr. Lacker said on the 20th, 2 days before they made the deci- 
sion to go ahead with it, he said: “Just had a long talk with Ben. 
Says they think that the MAC threat is irrelevant because it is not 
credible. Also intends to make it even more clear that if they play 
this card and then need assistance, the management is gone.” 

So even though they were going to incur $3 billion more in liabil- 
ities, because of the pressure put on by you and Mr. Paulson they 
went ahead with that deal because they thought they and their 
management was going to be fired. 

Now, that is the problem I have. The government is coming in 
and saying you are going to do this or else. This is not a socialistic 
society. This is a government of free enterprise and of the people 
and by the people and for the people. And what bothers me is they 
thought they were incurring $9 billion; they found out it was $12 
billion. And you told them — you and Mr. Paulson told them: You 
are going to do this or else. And I just think this is wrong. 

You can make a response, if you’d like. 

Mr. Bernanke. My response, sir, is I never said that to Mr. 
Lewis. 

Mr. Burton. You never said this to — Mr. Lacker is wrong? 

Mr. Bernanke. Mr. Lacker, who is an internal person at the 
Fed — and, again, those are his words summarizing a much longer 
discussion — said a more subtle thing than what you are saying. 
What he said was that if they took this decision and if they were 
required to be rescued, that if this decision led the markets to at- 
tack Bank of America and create a destabilization of the company 
and the government had to come in on Sunday night and save 
them, that we would take that into account in thinking about man- 
agement. That is a very different thing. And, also, I did not say 
that to Mr. Lewis. 

Mr. Burton. What about your attorney who said that you were 
going to put pressure on them? I brought that up in my previous 
5 minutes. 

Mr. Bernanke. Well, again, I did say very strongly 

Mr. Burton. He works for you. 

Mr. Bernanke. I said to Mr. Lewis that we strongly believed 
that invoking the MAC was bad not only for the financial system 
but for Bank of America. But I didn’t tie it directly to replacing 
him or the board. 

Chairman TOWNS. I yield 5 minutes to the gentleman from Ohio, 
Mr. Kucinich. 

Mr. Kucinich. I thank the gentleman. 

Chairman Bernanke, your staff believed that Bank of America 
knew about Merrill Lynch’s accelerating losses in mid-November, a 
full month before coming to you and weeks before its shareholders 
voted to approve the merger. Those fourth quarter losses rose to 
over $15 billion out of the pockets of Bank of America’s sharehold- 
ers. But I want to ask you, did the Fed know about those accelerat- 
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ing losses before the Fed approved the merger at the end of No- 
vember? 

Mr. Bernanke. No, I don’t think we did. 

Mr. Kucinich. Well, may I introduce into evidence this e-mail, 
which is from Dennis Herbst of the New York Fed to Audrey 
Overby of Merrill Lynch. And it is dated Wednesday, September 
17th. It says: “Hope this gets to you, Audrey. Our management” — 
that is the New York Fed — “has asked to continue the flash report 
on a daily basis, and I am sure you will share it with the SEC.” 

[The information referred to follows:] 



Regards. 

Audrey 
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Original Message 

From: Dennis.Herbsi@ny.6'b.org<Deni\is.Herbst@ny.frb.org> 
To; Overbey, Audrey (Regulatory Policy and Relations) 

Sent: Wed Sep 17 14:45:37 200S 
Subject Re: End of the day P/L 


Hope this gets to you. 

Audrey, our managjnent has asked to continue the flash report on a daily basis and I’m sure you'll share with the SEC. 
Thanks 
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Mr. Kucinich. So the Fed was receiving detailed information by 
which they could have concluded that the overwhelming losses at 
Merrill Lynch were more than problematic and that the Fed could 
have done something if they chose to. 

Now, are you familiar with this e-mail, or are you saying that 
there is no 

Mr. Bernanke. We are certainly involved in a light way in the 
oversight of those — of Merrill Lynch since we began to lend to 
them. But we are not their formal supervisor, and our information 
about their losses would certainly not be 

Mr. Kucinich. But, Mr. Chairman, the Fed knew what Bank of 
America knew. You were saying earlier with respect to Bank of 
America, as a matter of fact you were — ^you really put on them the 
responsibility to notify the SEC. But yet you knew — ^you knew be- 
fore the merger was approved. 

Mr. Bernanke. In November? We didn’t know about the $14 bil- 
lion. I am sure we didn’t know that. 

Mr. Kucinich. But you knew about Merrill Lynch’s condition be- 
fore you approved the merger. Now, you — did you not? Did you not 
know about their financial condition was failing before you ap- 
proved the merger? If not — if you say no again, that flies in the 
face of this e-mail that came from somebody at the New York Fed 
who is tracking Merrill Lynch on a daily basis. 

Mr. Bernanke. Well, they are tracking it. But it is difficult to 
know what these valuations are. They have to be done by profes- 
sional asset managers. I was not aware. All I can say is I was not 
aware and I don’t think anyone at the Fed was aware of the $14 
billion in losses. 

Mr. Kucinich. But there’s an e-mail here saying that the Fed is 
following up with the request for daily P&L, profit and loss, rel- 
ative to Merrill Lynch. Now if — and, Mr. Chairman, I am going to 
enter that into the record as well. 

Chairman Towns. Without objection. 

Mr. Kucinich. When you permitted the merger of this company 
that was too big to fail, you knew the company would be a signifi- 
cant player in four of the five critical financial markets; namely, 
wholesale payments, foreign exchange, U.S. Government and agen- 
cy securities, and corporate and municipal securities. 

Isn’t it true that the combined entity of Bank of America and 
Merrill as a significant player in four or five critical financial mar- 
kets was a key rationalization for Fed action to bail out the merg- 
er? 

Mr. Bernanke. I don’t know. I would have to get back to you on 
that. 

Mr. Kucinich. Excuse me? 

Mr. Bernanke. I would have to get back to you on that. I don’t 
recall the details. 

Mr. Kucinich. Well, I am going to read a quote from a Fed 
memorandum entitled Considerations Regarding Invoking the Sys- 
temic Risk Exception for Bank of America Corp. “An inability of 
these organizations to fulfill their obligations in these markets and 
the related systems would lead to widespread disruptions in pay- 
ment and settlement systems in the United States as well as 
abroad.” 
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Now, in our investigation we have not encountered any evidence 
that the Fed considered the potential for systemic risk when you 
approved the merger of Bank of America and Merrill Lynch, which 
only weeks later was too big to fail. 

Now, Chairman Bernanke, did you really believe that Ken Lewis’ 
threat to invoke a MAC was a bargaining chip, as you stated in an 
e-mail dated December 21, 2008? 

Mr. Bernanke. I thought initially that it might be. Yes. 

Mr. Kucinich. Did his use of a bargaining chip help him obtain 
a deal he would not have otherwise received had he merely asked 
for increased assistance from the government? 

Mr. Bernanke. As I also said I think in a later e-mail, after lis- 
tening to him and having more discussions, I came to the conclu- 
sion that he was really uncertain about what to do. We provided 
advice, which he ultimately took, and we took steps to prevent the 
destabilization of his company and the financial system. 

Mr. Kucinich. Mr. Chairman, I ask you for 1 more minute. 

Chairman TOWNS. Yield the gentleman an additional minute. 

Mr. Kucinich. Isn’t it true that you did not believe the Merrill 
losses merited special attention from the government? 

Let me direct your attention to handwritten notes from your first 
meeting with Ken Lewis on December 17, 2008. You reportedly 
stated the downside of $50 billion doesn’t sound big for Bank of 
America. The $50 billion refers to Merrill assets that Lewis had 
wanted protection for from the government. The record clearly 
shows you did believe that there would be systemic consequences 
if Bank of America took steps to back out of its deal with Merrill 
Lynch irrespective of whether it would win in court. 

So, did the threat of a MAC, which you believe would have seri- 
ous consequences, influence your willingness to give Bank of Amer- 
ica financial assistance when you didn’t believe it needed to have 
it? 

Mr. Bernanke. We had demonstrated with Citigroup, for exam- 
ple, that if we saw a major financial institution about to fail and 
to risk the stability of the financial system, we would try to take 
steps to stabilize it. So I think we would have done that in any 
event. 

Mr. Kucinich. Mr. Chairman, I just want to conclude with this 
point. Mr. Bernanke has testified that he was concerned about sys- 
temic collapse. We all understand that. He was concerned about 
Bank of America’s collapse. We understand that. And he said that 
the Bank of America collapse would hardly be a good thing for in- 
vestors. That was your testimony. 

But if the Fed knew that Merrill Lynch was failing before the 
shareholders voted, why did you not inform the SEC about this? If 
they knew about it, if you knew about it before you approved the 
merger, why did you approve the merger? 

Mr. Bernanke. The $14 billion of losses that Mr. Lewis reported 
to us, I don’t believe that we — I am sure we didn’t know about that 
in November. 

Chairman TOWNS. The gentleman’s time has expired. I now yield 
5 minutes to Mr. Issa. 

Mr. IsSA. Thank you, Mr. Chairman. Mr. Jordan is going to be 
primary closing. I just want to wrap up a couple things I heard. 
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As you probably know, Neel Kashkari has appeared before this 
committee multiple times. And in our questioning of him, the one 
thing we found is he didn’t know at that time how much he had 
paid for things, he didn’t know what they were worth, he didn’t 
know how they valued them, but he was going to get back to us 
and never did. I understand he has left the government. 

But what that has told me, because it occurred in real time, it 
occurred exactly when these things were going on, that on a day- 
to-day basis you didn’t know what assets were worth, including 
these toxic assets; is that roughly correct? 

Mr. Bernanke. It’s very difficult to know what they’re worth. 

Mr. ISSA. I appreciate that, and I appreciate your service in try- 
ing to do the best you could in this tough situation. But one thing, 
and my last question is, when it came to the MAC. You had said 
just a moment ago that it only could be invoked if, in fact, you had 
forward-looking lesser revenues, that it was not material to the 
balance sheet — if I can paraphrase you — ^but to the income state- 
ment. That’s what I heard you say. 

Mr. Bernanke. That’s what I understood the memorandum to 
say. 

Mr. IsSA. And I appreciate that. But if that’s true, then isn’t it 
true that if you have to restate your income prospectively or retro- 
spectively, then by definition the go forward is reduced? In other 
words, if you never made as much as you thought you made be- 
cause the assets materially degraded because they were never 
going produce what you had said in the past, then in fact it is a 
MAC event. So losses accumulating could well have been a viable 
reason to predict that the enterprise value going forward was less? 
Wouldn’t you say that was correct based on normal accounting? 

Mr. Bernanke. I shouldn’t drift into securities law which I’m not 
an expert. The advice of my attorneys was that the MAC would be 
unlikely to succeed. And even if there was a significant probability 
of not succeeding, it could have caused a lot of disruption in the 
financial markets. 

Mr. IsSA. We appreciate your effort here. I am going to turn the 
rest over to Mr. Jordan. And thank you for everything you did and 
everything you tried to do to help our country. 

Mr. Jordan. Mr. Bernanke, when did you know that you would 
not be able to go in and buy the toxic assets, the mortgage-backed 
securities? Because if you remember back, I mean the whole pack- 
age was sold to the U.S. Congress based on what you told Members 
of Congress, what Mr. Paulson told Members of Congress. 

And I think I asked this question. You’re a sharp guy, MIT grad- 
uate, Ph.D. in economics, Mr. Paulson is a smart guy, Mr. Geithner 
is a smart guy, you convinced the Congress you could go in, you 
could put some value on these assets, you could clean them off the 
books, everything would be wonderful after that point. 

And yet 10 days after we passed this — and I didn’t vote for it — 
but 10 days after you passed it, you bring the nine biggest banks 
to Washington, don’t tell them what the meeting is about, and you 
completely change strategy. 

So when did you know you would not be — did you know before 
Congress voted on it, or did you know after Congress voted on it. 
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when you would not be able to go in and purchase these securities 
and do what you told us you were going to do? 

Mr. Bernanke. Well, we knew after. One of the reasons, one of 
the problems was 

Mr. Jordan. Here’s what I don’t understand. This was a month 
long — I remember the first conference call we listened into as Mem- 
bers of Congress was in September. You had a whole month, and 
yet within 10 days the strategy — probably within a few days the 
strategy. 

So you had a whole month leading up to this convincing the Con- 
gress you could do this, and yet within 10 days a complete change; 
and yet you’re bringing nine banks to Washington, not telling them 
what it’s about, not telling them you’re going to force them to sign 
a form, take taxpayer money and completely change strategy. 

And you look at, as we went through some of the things here, 
the pattern of some might say deception, where the banks come to 
Washington not knowing what the meeting is about. Mr. Angulo 
does the letter saying we’re going steer Merrill Lynch on how to 
disclose to the public what is going on on this merger, what is hap- 
pening with Merrill Lynch. 

I think it’s a reasonable question to say when did you know this, 
and if you didn’t know until after October 3rd, what took you so 
long to figure it out? You had a month as we were going through 
this whole thing, and, frankly, 2 weeks of debate in this Congress. 
You remember they sent us home for a few days, come back, and 
we passed this after a second vote. 

Mr. Bernanke. I would be happy to answer that question. The 
drawback of the asset purchase plan, as we discovered, was that 
it took some time, probably some months, to put it into operation. 
We thought perhaps that would be possible. But, unfortunately, the 
banking situation deteriorated very quickly, and by Columbus Day 
we had a global banking crisis. And the only way to stop the crisis 
from spreading and creating a huge problem was to inject capital, 
to have guarantees and to take the various steps we took. 

So this was the only way to do it as quickly as was needed, given 
the way the situation changed. So what changed was the financial 
situation between October 3rd and October 14th. And we had no 
way to do the other approach because it would just take too long. 

Mr. Jordan. Mr. Chairman, I’ve got a few seconds. I’m going to 
completely change gears here. Tell me — and if you can go after 
this, I appreciate it — the money supply. I mean, I didn’t get a 
chance to ask you questions when you were in front of the Budget 
Committee, and I apologize. A lot of people, a lot of sharp people, 
are very nervous about where we are with the amount of money 
out there in the system right now. 

Talk to me briefly, if you can, about your concerns there and how 
we’re going to deal with what I think a lot of people believe is going 
to be real inflationary concerns in the not-too-distant future. 

Mr. Bernanke. The money is not in the system in any real way. 
The money is electronic deposits from banks sitting in the Federal 
Reserve accounts. They’re not being used, not being loaned, they’re 
not circulating. The key issue here is can we unwind this money 
creation and low interest rates in time to head off inflation when 
the economy begins to recover? We have all the tools we need to 
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do that, we believe we can do that. We will certainly remove that 
stimulus in time. And we are committed to price stability, and we 
will make sure that it happens. 

Chairman TOWNS [presiding]. I thank the gentleman. I yield to 
the gentleman from Ohio. 

Mr. Kucinich. For unanimous consent, I ask unanimous consent 
to put into the record two sets of documents we received with sub- 
poenas containing the e-mails and excerpts of documents I referred 
to today. 

Chairman Towns. Without objection, so ordered. 

[The information referred to follows:] 
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The foilowiiig Is a quick update and some preliminaiy views in advance of 
the call at 3:30 today. 

We (FRB Richmond, FRB NY and Board staff) are continuing to gather needed Info 
for full assessment of ML through Bank of America (BAC) management, though 
much of what is needed fdr a good preliminary assessment on ML is in our 
possession and being analyzed. We also had a pretty good sense already of 
conditions at BAC, whidi have also deteriorated recendy as evidenced by their own 
projection for Q4 having gotten significantiy worse in the past week or bNO, and we 
are currently working to update are views on BAC as a stand alone entity. As they 
themselves noted the other night at our meeting, even on a stand alone basis, the 
finn is very thinly capitalized In terms of tangible common equity (TCE) relative to 
assets and exposures. 

• It Is notable that a quick analysis of the TCE/assets ratios of BAC and ML 
on stand-alone basis and as a combined entity implies that the recent 
decline in BACs projected year-end 2008 stand alone number appears to 
be driving as much of the decline in the combined pro forma ratios as the 
losses at ML, even as they are portraying the losses at ML as being the key 
Issue here. This is largely the result of declining ratio at BAC stand alone 
and the fact that most capital in the combined entity will be coming from 
BAC. 

The preliminary assessment on the ML loss numbers is that ML does not appear to 
be being overly aggressive In some of its larger markdowns — though we cant yet 
say that with certainty and for all positions ~ so the size of the losses/write downs 
may opl: be over-stating the problems at ML to a large extent in an attempt to 
'kitchen sink' the losses in advance of the acquisition date. Details on the sources of 
the 'new' $4 billion of losses are being sought right now and that will be Included in 
the analysis once we get a bit more clarity. 

General consensus forming among many of us working on this Is that given market 
performance over past several months and the clear signs In the data we have that 
the deteriorabon at ML has been observably under way over the entire quarter -- 
albeit picking up significant around mid-November and carrying into December -- 
Ken Lewis' claim that they were surprised by the rapid grorn^ of the losses seems 
somewhat suspect. At a minimum it calls into question the adequacy of the due 
diligence process BAC has been doing In preparabon for the takeover. [As an aside, 
BAC management told us they could not provide electronic versions of ML files, and 
one wonders how that is possible since they have been doing die due diligence for 
months and having e-files would have made that much simpler and more effective 
for them. May have helped limit their current surprise.] 

As per our meeting with management the other night, BAC management has 
idenbfied a $78 billion portfolio of posibons and exp(»ures that are causing the 
problems at ML. Those are as follows: 


BOG-BAC-ML-COGR-00009 
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MerriH Lynch legacf Podfoib’ 

S miltons 
Leveraged Finance 
CRE 

ABSCDO (Super Senior) 

Residential Mortgages. largelyNon-US 

Current Bcposure to Finanaal Guarantors (net of CV^reserve) 

CPi/PCG 

Investment Portfolio 

Current Exposure to Credit Derivatives F^oduct Companies 
Private Equity fnef ) 

Total 


7.309 

5,013 

776 

4.008 

9.325 

3,428 

20.968 

3.732 

10.784 

13.170 


7»,513 


NY Fed is working today to analyze the key positions as well as others at ML to see 
how much further deterioration is likely or may be coming from this portfolio. The 
firm has substantial continuing notional hedges purchased from financial guarantors 
($53 billion) and from credit derivative product companies ($18 billion) that could 
drive e>posures to those sources higher and generate further associated write- 
downs in the value of the hedges if those entities deteriorate further. 

Charlotte Fed folks have the lead in updating our analysis of BAC on a stand alone 
basis, both tiie current and projected condition of the firm. Notable issues are the 
thin level of tangible common equity relative to assets and exposures, the recent 
deteriorating condition noted above and what appear to be quite optimistic 
underlying assum^ons for the economy and performance of assets and markets in 
2009 that are driving a relatively positive projection for the firms' stand alone 
condition out through 2009. Even If the projections are an adequate reflection of 
expected losses from some portfolios going forward, they appear to clearly not be 
well prepared for any further deterioration in economic conditions and/or asset 
performance. Which is to say the firm Is not welt prepared to withstand substantial 
unexp^ed losses that would result from further economic deterioration and market 
disruptions. BAC has a number of sources of potential vulnerability in its own 
portfolios, including consumer loans, particularly credit cards and mortgage-related, 
as well as relatively large exposure to commercial real estate-related po^ns and a 
commercial lending portfolio (funded and commitments) with a very large share of 
the dollar value of exposures stemming from 'BB' and below-rated borrowers. 

We plan to finalize the analyses described in this note today/tonight and work this 
weekend to create a forward-looking view of the extent of the vulnerabilities for the 
combined entity, which we will shoot to wrap up by Sunday night and provide the 
full analysis Monday morning. 

please forward to any relevant parties I may have accidentally left of the distribution 

and let me know if you have any questions 

tim 

Tim P. Clark 
Senior Advisor 

Banking Supervision & Regulation 
Federal Reserve, Board of Governors 
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Analysis of Bank of America & Merrill Lynch Merger 


Restricted FR 
(Secend Draft) 
December 21, 200S 


I. Summary Overview 

Bank of America (BAC) has sufGcient resources to consummate the merger with 
Merrill Lynch (MER). 

• Upon consummation of the merger, based on current projections for both firms, the 
combined entity would have an 8.6% Tia- 1 risk based capital ratio and a Tia 1 
levaage ratio of 5.2%. Howeva, the amount of tangible common equity at the 
combined firms will be among the lowest of the large BHC at 2,2% on day one of the 
acquisition. 

• An immediate vulnaability would be BAC's access to marira funding. On a stand 
alone basis, BAC has a significant short term funding dependence. MER has 
significant dependence on the government funding programs, and will likely increase 
the short term funding pressure on the combined firm. 

• The principal vulnaability of the combined firm, similarly to otha lage BHCs, 
would be: 

o Potential losses from BAC’s consuma and commacial aedit portfolios, 
which will be contingent upon the economic environment going forward and 
will be realized ova time. 

o MER has the lagest exposure to financial guaantors across US financial 
institutions. Unlike the timing of loss recognition in the loan portfolios, losses 
associated with financial guarantor exposures could be realized in a more 
compressed timeframe. Moreova, the timing of potential losses from these 
exposrures is highly uncertain. 

From the perspective of regulatory capital. Bank of America ("BAC”) currently 
exceeds regulatory minima for well-capitalized on a stand-alone basis, with an 
expected Tier I capital ratio of 9.2% at year-end 2008. However, only about one 
third of the firm’s Tier I capital is in the form of tangible common equity. 

• When viewed from the standpoint of tangible common equity to total assets (the TCB 
ratio) the firm is among the more thinly capitalized of the five largest domestic 
BHCs. This ratio is closely watched by analysts and investors and further 
deterioration of the firm’s TCE ratio would likdy cause increased uncertainty among 
market participants about the firm’s prospects. 

Since September, continned economic deterioration and substantial market 
disruptions have weakened the condition of both firms. 
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• MER’s deterioration has been substantially worae than BAC’s and all but ensures that 
the firm could not survive as a stand-alone entity without raising substantial new 
capital (and\or government support) that is unlikely to be available given the 
uncertainty about its prospects and ftrflier future losses. 

• Management now projects Q4 afta-tax losses of roughly $ 1 4 billion for MER, and 
approximately a $ 1 .4 billion after-tax quarterly net loss for BAC, which for B AC 
represents more than four times management’s projected losses from just two weeks 
ago. The losses at MER will erode over 50% of MER’s tangible common equity. 

While the extent of the market disruptians that have occurred since mid-September 
were not necessarily predictable, BAC management’s contention that the severity of 
MER’s liKses only came to light in recent days is problematic and implies substantial 
deficimcies in the due diligence carried out in advance of and subsequent to the 
acquisition. 

• In die merger proxy statement and investor presentations the firm explicitly 
asserts that it has an understanding of MER’s business activities, financial 
condition and prospects as well as an understanding of the outlook for the finn 
based on prospective economic and market conditions. 

• Staff at the Federal Reserve has been aware of the firm’s potentially large losses 
stemming from exposures to financial guarantors, which is the single largest area 
of risk exposure and driver of recent losses that have been identified by 
management. These were clearly shown in Merrill Lynch’s internal risk 
management reports that BAC reviewed during their due diligence. 

o The potential for lasses fiom other risk exposures cited by management, 
including those coming from leveraged loans and trading in complex 
structured credit derivatives products (‘correlation trading’) should also have 
been reasonably well understood, particularly as BAC itself is also active in 
both these products. 

o Having done a quick analysis on the specific positions/exposures at MER that 
generated the largest losses for MER in Q4, FRS staff see no clear indication 
that they were driven by overly aggressive marking down of positions in 
advance of the acquisition. This genera! conclusion notwithstanding, some of 
the marks do appear somewhat conservative and the appropriateness of the 
timing of the impairment charge taken against goodwill is hard to assess. On 
the other hand, credit valuation adjustments against financial guarantors are 
not particxilarly aggressive relative to those staff has observed at other firms. 

The combined firm remains vulnerable to a continuing downturn. 

> At the time of the (rompletion of the merger, based on current projections for both 
firms, the combined entity would have an 8.6% Tier 1 capital ratio, and a TCE ratio 
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of less flian 2.2%. nris is in relation to BAC’s stand-alone ratios of 9.2% and 2.6%, 
respectively. 

• Based on stress analysis perfonned by staff, under moderate and severe stress 
scenarios the combined BAC-MER firm would be among the most vulnerable of the 
largest domestic BHCs, but not substantially more vulnerable than many odiers. 

• In the event that actual losses were in line with stress projections, TCE and TiCT I 
coital would be substantially axxied, with Tier I risk based capital ratios of 6.4% and 
4.0%, respectively, undta- the moderate and severe stress tests. 

• Resulting fiom the impacts of a moderate or severe recession, our scenario analysis 
suggests that the combined oitity would need to raise rou^y $21 billion and $67 
billion ofTier I capital, achieve a Tier I risk-based capital ratio of 7,5% at year-end 
2009. 


HoxIririDil PK 
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Tm 

Sufa^ RsFwtBAC 

Data: i2/23^>08 11:23 AM 

inoyptad 


I agree we and Treasury gave our views on what we thought the likely efects 
would be of not proceeding, but that's dfferent than ordering Lewis to proceed. We 
didn't take the decision out of his hands or threaten punitive supervisory action if he 
didn't proceed. I want to avoid the Fed being the centerpiece of the litigation. 

Lewis needs to have every incentive to analyze the tocts and document and justify 
his decision. If he thinks he can rely on us, he'll assert there was nottiing he could 
do and he can be reckless--not the right incentive. Moreover, once we're in the 
litigation, all our documents become subject to discovery and, as you'll remember 
from Deborah's presentation, some of our analysis suggests that Lewis should have 
been aware of the problems at ML earlier (perhaps as early as mid-November) and 
not caught by surprise. That could cause other problems for him around the 
disclosures ^ made for the shareholder vote. In any event, we can always decide 
at the time of litigation whether to help even if now we hold fast 

Scott 
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Kevin 

Wanh/BOARO/FRS 

To 

1 

1 

! 

i 

12/29/2008 12:58 PM 

cc 

Donald L Kohn/BOARD/FRS@BOARD, Michelle A 
Smith/BOARD/F8S@lBOARD, Scott 
Alvarez/BOARD/FRSSBOARD 


Subject 

BofA 


Ben: 

Spoke with BoA folks this morning, mostly Joe Price (CFO) They seem to have taken 
on board some of the ideas we discussed with them last week, but did not instill a 
ton of confidence that they have got a comprehensive handle on the situation. Their 
views, however, are evolving towards asking for some relief to parent co in addition 
to ML 

ML: They proposed mix of government capital (common-llke, non-voting equity) 
plus asset wrap ($140Bn) with "fill the whole" at ML for the "good of the system". 
Cost of government support here will need to be negotiated here, but they think 
they are entitled to some favorable terms because they have agreed to go forward 
to closing. I reminded them that they are the ones who would look equally bad in 
eyes of market and regulators if they chose to terminate transaction. T 

Parent: With respect to BoA, they now propose reducing dividend payout to 
"nominal" amount. With respect to capital raise, they want to target all-in-capital 
raise that takes TCE ration to 3 to 3.5%, which seems like a total capital raise of 
$12-15 Bn, with government serving as backstop in event they couldn't raise capital 
themselves. They'd also like asset wrap of about $50 Bn for BoA assets "that are 
comparable to" ML. On BoA pieces, recognize that terms of government support 
would be more expensive. 

They would hope to announce comprehensive package with our support on Jan 20 
(happy inauguration day, mr. president). 

Eton and I are talking with Fed staff plus OCC plus Treas tomomow afternoon, and 
should have better view of way fonward after that. BoA is going to talk with B<ec 
Committee of its Board on Wednesday, and I told Price I'd give him some 
preliminary guidance by then 


Thanks 
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n«m: Deborah t»B^lev 

Tq: Mac AlfrWNid: Roger Cq» 

Subj«Cl;: Re: SAC 

OMi: 12/20/2008 01:32 PM 


Mac, if we need to do something I think we wili look at doing it in January. I also 
think that it would be done with a series of actions including cutting drastically the 
dividend, some supervisory action (MOD) that covers management. Personally I 
think management should be downgrade, no more acquisidons, raise some "real” 
capital, frequent meetings with the Board, etc It will definitely a price to pay. I 
always had my doubts about the quality of the due diligence they did on the ML 
deal. Don't forget they paid a premium. How do you pay a premium and now ask 
for help? This will not go over well at all. 

Let's keep talking on these points. 

Sent from the Blackberry of Deborah Bailey 


— Original Message 

Froa: Mac Mfriend 
Sent: 12/20/2008 12:34 PM EST 
To: Deborah Bailey; Roger Cole 
Subject: BAG 

Some very preliminary thoughts on getting a pound of flesh out of 
Lewis. Should we do this as part of the agreement to bail them out or 
Just let them know that we will be contacting them with a board 
resolution/mou in January. Your thoughts 


MacAiie^ 

Sailer Vice Preedenl. Bankins ^jpovision and Reguiaeon 
The Fedoii Rasene Bank td Ridimond 
Oflice 894' 6S7' Mt1 • Cal 894- )13- 4188 
mac.atftigiiflflttrfLli&.ga 

Hfw nriunflfHffed 




TH( mUtAl mm SANK Of MCKMONO 

MMI* • IHMII • OHUm 


Forwarded by Mac Alfriend/RtCH/FRS on 12/20/2008 I2;3l PM 


Mac 

Aimand/RXCH/FRS 


32/20/2009 12:2S PM 


To 3effrey Lacto/RICH/FRS 

cc James McAfee/RlCH/FRS®FR5, Jennifer 

8ums/RICK/FRS9FRS, Lisa A WNte/RICH/FflS#PRS> 
Sally Green/RICH/FRS9FRS, Stacy L 
Coteman/WCH/FRS©FRS, Irish 
Nunley/RlCH/FRS9fRS 
Sub|ecc Re; The Chairi^an 


good point I forgot about over reliance on overnight funds (short term 
profit mentality) 
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December 21, 2008 

Talldne points tor BankAmerica Discussion 
[Bracketed language below is for further internal discussion purposes and subject 
to revision based utwn briefing by Staff this aftemoonl 


1 . Abandonment of the transaction on the eve of consummation, especially after 
the extensive preparations that BA has already taken, would surprise the market 
and have serious adverse effects not only for ML, but also for BA. Of course, it 
would have negative implications for the System. 

* The market would doubt the judgment of BA’s management and its ability 
to perform adequate due diligence and manage risks. It would call into 
question the risks inherent BA’s existing fijotprint, including Countrywide. 

* Abandoning the transaction would expose the weaknesses in BA’s capital 
and asset quality, as analysts attempt to determine why BA did not believe it 
had the resources to acquire ML. 

* The market would conclude that BA was too weak to address the problems 
at ML, particularly because ML brings with it $10 billion in Government 
TARP crqiital in addition to its own capital. 


2. BA’s assertion that it would successfully exercise the material adverse effects 
clause is not credible, according to Fed and other key US Government (USG) 
attorneys. 

*The public assertion of the claim, however, would likely cause the demise 
of ML in much the same fashion as the collapse of Lehman. 

♦This would cause significant reputational consequences for BA, in the 
markets, with the public and with the regulators. 
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3. If USG were to provide aid to BA in connection with the acquisition of ML, BA 
would look very weak in the eyes of the market (e.g., look more like Citi and less 
like JPM> 

* Except for the GPP (which has already provided BA with $15 billion and 
promised BA another $10 billion upon conqtletion of the ML transaction), 
the Fed and Treasury have establish a policy on assisting only troubled 
companies in time-constrained, emergency situations . 

* The ML deal has taken place in full view of the market over an extended 
period of time and without any indication of extraordinary weakness. 
Markets will be focused on the 2009 pro forma financials, not the 4Q ML 
write-downs. 

*Were the US Government to provide aid at this point, it would appear that 
BA was itself too weak to acquire ML and had poor leadership and 
inadequate risk-management systems in place across its entire footprint. 

4. In spite of all of this, if BA believes that aid firom USG is essential, and the 
USG chooses to provide aid to BA, it will come at a price - both economically and 
reputationally. Assistance, generally, has taken any/all of three forms - regulatory, 
capital, or with respect to distressed assets. [We may need to revise this judgment 
later today] 

♦Regulatory: Relief takes various forms [but we must be alert here that 
extraordinary relief might smack of forebearance and markets and ratings 
agencies may not be as tolerant as regulators] 

♦Capital: [The central problem here is likely to be insufficient capital in a 
fast deteriorating economic envirorunent. The solution, thus, may well be a 
new capital raise, which could include a mix of private and public capital as 
USG could provide backstop in various forms]. 

♦Distressed Assets: [The pool of “distressed assets” at ML have already 
undergone massive write-downs, so tail-risk looks smaller than in other 
situations. Also, the size of the distressed pool looks relatively small 
compared to size of pro forma BA balance sheet] 
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5. If, however, BA maintains that the distressed assets are the central cause of the 
expected pro forma weakeness, and USG more clearly understands BA’s rationale, 
then BA should be expect to be required to — 

* take all the expected losses from any designated portfolio plus provide an 

adtUtional cushion fitr extraordinary losses; 

* pay rates for any aid it receives significantly in excess of the CPP ; and 

* provide some measure of upside compensation to the US Government. 

Moreover, BA will be subject to restrictions on its business activities that, at 
a minimum, will include — 

* a ban on dividends without US Government approval, 

* more severe executive compensation limitations than those from the CPP, 

* limitations on various types of corporate expenses, 

* a government foreclosure prevention policy, 

* restrictions on firrther acqtiisitions/transactions, 

* requirements to raise additional capital in agreed time-frame, and 

* more intrusive review and involvement by the US Government in the 

selection of maragcraent of BA, including the board of directors. 


6. [BA has made clear previously to the regulators and to the marketplace that it 
believes this deal is strategically and financially good for BA in the medium-term. 
BA has said that the franchise value of ML is very strong and its long-term 
prospects ^ear good. BA should proceed tvitfa the deal and manage the deal as 
capably as possible, including consideration of announcing a capital raise] 

♦[BA should consider the following contingent support of USG. That is, if 
unforeseen market events threaten the viability of BA, the Federal Reserve 
wd the other Federal Government agencies will consider and use all options 
available to address the situation at that time.] 
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Eric 

Rosengren/BOS/FRS 


01/16/2009 03:29 PM 


To Rita C Proctor/BOARD/FRS 

cc Donald L Kohn/BOARD/FRS@BOARO, Elizabeth A 
Duke/BOARD/FRS@BOARD 

Subject ring fencing 


Dear Ben: 

I wanted to follow up on my question this morning. Going forward I 
am concerned if we too quickly move to a ring fence strategy. 
Particularly if we believe that existing management is a significant 
source of the problem and that they do not have a good grasp of the 
extent of their problems and appropriate strategies to resolve them. I 
^ink it is instructive to look at the example of the Royal Bank of 
Scottand. They have consolidated assets of $3,8 trillion. The UK 
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replaced senior management and currently owns 58% of the bank. 
The bank is maintaining operations without significant disruptions. 
Should problems get worse, the government may need to Increase 
their stake. However, management has been changed, shareholders 
have been diluted to the extent of the losses realized to date required 
additional capital, and new outside directors are being selected. Such 
a strategy obviously has pitfalls, but I would not want to discard this 
option prematurely. 

Eric 


Eric S. Rosengren 

President a. CEO 

Federal Reserve Bank of Boston 

617.973.3090 Fax: 617.973.3173 

eric.rosengren@bos.frb.org 
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Mr. KuciNICH. Thank you. 

Chairman Towns. I yield 2 minutes to the gentlewoman from 
Ohio, Congresswoman Kaptur. 

Ms. Kaptur. I thank the chairman and I thank Chairman 
Bernanke for his endurance. We all have to do our jobs. I would 
like to insert into the record the information and background on 
the relationship between Bank of America, Merrill Lynch and 
BlackRock. 

Chairman Towns. Without objection, so ordered. 

Ms. Kaptur. I thank the chairman. I would like to ask Chairman 
Bernanke to submit for the record from the Fed how did Bank of 
America end up owning 49 percent of BlackRock? 

In 2004 the FBI warned the public and the administration mort- 
gage fraud was headed toward an epidemic level in our country. 
The Fed did nothing. 

Now, the Fed under your watch, has hired BlackRock, a firm 
owned 49 percent by Bank of America, headed by a man who in- 
vented the subprime instrument when at First Boston and then 
later at BlackRock, who traded billions of dollars of these securities 
to Freddie Mac and Fannie Mae over the last decade. 

I quote a sentence and will place in the record from Bloomberg 
News: Fink’s rocket-like rise when at First Boston was largely a re- 
sult of his creative work with mortgage-backed securities, slicing 
and pooling mortgages and selling them as bonds. And he took his 
concept to Freddie Mac where he sold the company’s board on a bil- 
lion package. 

That was just the beginning of it. Chairman Bernanke, what ma- 
terial can you provide this committee and to the record that will 
explain how the Fed will avoid conflicts of interest in self-dealing 
by that firm and its CEO in the execution of contracts you have 
signed with BlackRock? 

Mr. Bernanke. We’ll provide you with the contracts and with a 
letter explaining how it works. 

Ms. Kaptur. I thank you. 

Some lawyers have said systemic fraud or controlled fraud have 
characterized the mortgage securitization process. Will you permit 
the FBI access to the mortgage instruments being managed by 
BlackRock as the Fed contracts are executed and fulfilled? 

Mr. Bernanke. If there’s a reason for the FBI to investigate and 
the FBI has a right to investigate, we would not stand in the way 
of an appropriate investigation. 

Ms. Kaptur. Thank you. 

How many contracts has the Fed signed with BlackRock to han- 
dle Freddie Mac paper and Fannie Mae mortgage securities under 
your purview, and how much will BlackRock be paid for those serv- 
ices? 

Mr. Bernanke. We’ve hired four asset managers to manage our 
mortgage-backed securities portfolio. BlackRock is one of them. I 
don’t know how much we’re paying them. 

Ms. Kaptur. Will BlackRock be handling Freddie Mac paper? 

Mr. Bernanke. They’ll be managing GSE guaranteed paper, so 
that would include Freddie, Fannie and Ginnie. 

Ms. Kaptur. I would seriously urge your staff to go back and 
look at the operations of BlackRock and Mr. Fink’s operations at 
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First Boston before he founded BlackRock in relation to what they 
transacted with Freddie Mac and when they did that. 

Chairman Towns. The gentlewoman’s time has expired. 

Ms. Kaptur. Thank you very much, Mr. Chairman and Mr. 
Bernanke. 

Chairman TOWNS. Thank you. Thank you very much. 

Let me thank the chairman for his time, of course, today. At the 
outset of this hearing I said that it’s time to shine some light on 
the events surrounding Bank of America’s acquisition of Merrill 
Lynch. At this point I would say we got a peek, not much, but we 
don’t have full sunshine yet. 

I would make three observations before we close: 

No. 1, there are significant inconsistencies between what we 
have been told today, what we were told 2 weeks ago by Ken 
Lewis, and what the Fed’s internal e-mails seem to say. It is still 
unclear whether Bank of America was forced by the Federal Gov- 
ernment to go through with the Merrill deal, or whether Ken Lewis 
pulled off what may have been the greatest financial shakedown in 
a long, long time. 

As a result of this hearing we have learned that the SEC and 
the FDIC played a role in this transaction as well. But as I indi- 
cated, we’re going wherever the road leads us. So therefore let me 
say that we’re going to talk to the SEC and we’re going to talk to 
the FDIC. We’re going to talk to former Treasury Secretary Hank 
Paulson. He has agreed to appear before the committee in July, 
and I look forward to that hearing. 

But we also need to hear from the FDIC and the SEC so that 
we can better understand what happened during the dark days of 
last December. So we will be hearing from them as well. 

So, Mr. Chairman, let me thank you again for your time. And I 
might have taken you 2 minutes over, but I’m sorry about that, I 
apologize. Thank you very much. Therefore now the committee is 
adjourned. 

[Whereupon, at 1:18 p.m., the subcommittees were adjourned.] 

[Additional information submitted for the hearing record follows:] 
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Thursday, June 25, 2009 
Room 2154 of the Rayburn House Building 


“Bank of America and Merrill Lynch: How Did a 
Private Deal Turn into a Federal Bailout? Part li“ 


Exhibit Book 
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Minutes of Special Meeting of Board of Directors of Bank of America Corporation, 
December 22, 2008 

Minutes of Special Meeting of Board of Directors of Bank of America Corporation, 
December 30, 2008 

12/20/2008, 1 :32 p.m., email from Deborah P. Bailey to Mac Alfriend 

AND 12/20/2008, 12:34 p.m., email from Mac Alfriend to Deborah P. Bailey 
AND 12/20/2008, 12:31 p.m., email from Mac Alfriend to Jeffrey Lacker 

12/21/2008, 12:31 p.m., email from Ben Bemanke to Elizabeth A. Duke 

12/21/2008, 12: 42 p.m., email from Kevin Warsh to Ben Bemanke 

12/22/2008 Materia! Adverse Effect Clauses in Merger Agreements Memorandum 

12/22/2008, 2:14 p.m., email from Ben Bemanke to Scott Alvarez 

12/23/2008, 10:18 a.m., email from Scott Alvarez to Ben Bemanke 

AND 12/23/2008, 1 1:08 a.m., email from Ben Bemanke to Scott Alvarez 

12/23/2008, 5:44 p.m., email from Mac Alfriend to Jeffrey Lacker 

12/26/2008, 1 1:01 a.m., email from Kevin Warsh to Ben Bemanke 

12/29/2008, 12:58 p.m., email from Kevin Warsh to Ben Bemanke 

12/30/2008, 7:30 p.m., email from Kevin Warsh to Ben Bemanke 

1/1 1/2009, 6:56 p.m., email from Scott Alvarez to Arthur Angulo, 

AND 1/1 1/2009, 6:35 p.m., email from Arthur Angulo to Scott Alvarez 

1/14/2009, 8:43 p.m., email from Sheila C. Bair to Ben Bemanke 

1/16/2009, 3:29 p.m., email from Eric Rosengren to Rita C. Proctor 
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MINUTES OF SPECIAL MEETING OF BOARD OF DIRECTORS 
OF 

BANK OF AMERICA CORPORATION 


December 22, 2008 


Pursuant to due notice, a special mating of the Board of Directors erf Bank of 
America Corporation (U^ ’Corporation') was held by telephone at 4:00 pTn. EST on Monday. 
December 22. 2<X)8. 

The following Directors were preset constituting a quorwrt: Messrs. William 
Barnet, HI. Frank P. Bramble, Sr., John T. CoHins, Gary L Countiyman, Tornray R. Franks, 
Cheries |C Gifford, Kenneth D. Lev^ Waiter E. Massey. Thomas Thomas M. Ryan, O. 

Terpiirfe SlQon. dr... Rob^ L. Tillman, and Mmes. Mr^tca C, LozanD.-Meredfth R. Spangler and 
Jackie M._ Ward. 

Also present were: Mes^ J, Steele Arphm. Ketm T. Bat^s, Gregory L. Curl, 
Bruce Hammonds, Liam E. McGee, Brian T. Mpynlhen, Joe L. Price,- Richard K. Staithers. and 
Mmes. Atny Woods Brinkley, Barbara J. Oesoer. Anne M. Finucane,. aruf Alice A. Herald, 
officers of the Corporation. 

Mr. Lewis chaired the meetir^ and Ms. Herald kept the minutes. 

Mr. Lewis noted that roll caQ had been taten. Lewia stated that he had 
spoken tp>most of the Dkectors by telephone earker in. the day regarding the. events, of the 
preceding weekend 

Mr. Lewis stated the purpose of the special meeting te to.ihsure that the Board is 
in accord v^h rnanagement's recommendation to complete the acquisttion erf M^rin Lynch ^ 
Co., Inc. (’Merrifi Lynch*), as sche.duled on Jaujary. 1, 2009, pursuant to the tenm Of that 
certam Agreement and Plan of Merger fMeiper Agreement"), dated Seirfember. 15. 200B, after 
due consideration of the undertaklr^s end admonitions of the federal reglflators. 


FOIL Confidential Treatment Requested By Bank Of 
America Corporation 


BAC-ML-NYAG0000387a 
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Mr. Lewis reported that a series of caJls had occurred between rhanagement of 
the Corporation and federal regulators as well as individual calls with Mr. Paulsen, Secretary of 
the Treasury {“Treasury") and Mr. Bernartce. Chairman of tt^ Board of Governors of the Federal 
Reserve (T^ed’’). He reported the key ^ints of tfte caBs to tie: (i) first and foremost, the 
Treasury arKi Fed are unified in their view ^t faiktre the 0(»porafi^ to compile the 
acquisition of Merrill Lynch would result m systerojk: risk to the finanr^ senrices system In 
America and would have adverse consequences for tl^ Corporafion; (ii) second, toe Treasury 
and Fed stated strongly that were toe CorporaScm to tovoke toe mat^al adverse (toange 
("MAG’) clause in toe merger agreemerif wHh MemU Lyncft and fan to dose the teansactlon. the 
Treasury and Fed would remove the Board and management of the Ccypprationi (w) the 
Treasury a/to Fed have confirmed that they wiB provide assistance to the Corpor^ion to restore 
capital arid.to proted the Corporation ag'ainst toe adverse impact of certato Merriii Lynch assets; 
arto (iv) foiHth, the Fed and Treasury atated that the investment arid asset protection F^wnised 
could not be provtoed completed by the scheduled dosing date of the meiger. January 1 . 
2009; that the merger should dose as scheduled; and that the Corporafion can rely on the Fed 
and Treasury to comF^ete and deliver the promised support by January 20. 2009^ toe date 
scheduled for tire release of earnings by the Corporation; 

Mr. Lewis reiterated that he had discussed in detail toe content pf toe prevknnt 
conversations with federal regulators with the Board. He reported that in addition to the 
previousiydescribed conversations, he had spc^en again with Mr. Bemanke who stated that he, 
Mr.. B^nanke, has spoken to other federal regulators, including toe Office of toe Comptroller of 
the Currency ("OCC") and the FOIC, and has ccmfirmed that the OCC, FDIC, the current and 
incomtog Treasury pfficiais, and the Incoming economic team of the rtew administratton are 
informed pf the ccwnmitrnent to the Corporation by the Fad and Treasury and that all concur with 
toe.atoimlf*^®”* 9^ combined federal-regulators rf«^al regulators") to the Cbiporatipn. 

Mr. Lewis stated that, based on Hts discussions with membere of the Board, 
management recommended that the Corporation not exercise the MAC clause under toe 
Merger Agreement with MerrHI Lynch- end that the Corporation proceed and close toe Merrill 
Lyrrch acquisitioR on January 1, 2009. as originaSy-contemplated. The Board discussed with 
Mr. Moynihan 

REDACTED 
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Mr. Lewis stated further that the G<KpofaUon will proceed diligently wttih the vrork 
required to documertt the commitment frwri the Fed, Treasury and others to facilitate an 
announcement of the commitment in cor^nction wth the Corporation's eamir>gs release on 
January 20, 2009, 

EVtr. Lewis restated that managemefti's recommendation Is 'based or> the following 
fact^ instnL^ion frc^ ^ Fed and Treasury not to exercise the MAC ^use in the Merg^ 
Agreement; the assyranoe of the Fed and Treasury that the Corpa^tkm can ^mplete the 
acquisitiim df Lynch on the verbd commihnent of the Fed and Treasury to have a 

transacttoff evidencing, the Fed and Treasury’s committed assistance in existence no latw'-than 
Januaiy: 2Qr. 2009^ the scheduled date of the Corporation’s eam^s release; »xi Mr. Levis’ 
comfort wtb The assurances which have been made by the Fed and Treasury mid daritlcaUcm 
that hinds under the TARP program are avallat^ for distribution to the Corporatton to fulfil! the 
commitment of the.Treasury and Fed. 

Mr, Lew« noted that no vole was. r^ujred by the Board, but diet he wished to 
open the r^ommendatton for discussion-arpong the Board end management. 

C^scusston ensued, vtith the Board clarifying that is was not persuaded or 
Influenced by the statement by the federal regulators d^at the Board and manatgenKMit would be 
rerripyed.by the federal regulators if the Corporation were to exercise the MAC clause and faH to 
complete the acquisition of Merrill Lynch. The Board concurred it would reach a decisicm that tt 
deemed in the best interest of the Corporation and its shareholders without regard to this 
representation by the federal regulators. 

Furtiier discus«on ensued indudiflO accurate characier'aation th6 federal 
regiiators of their cornmitment to the Corpontttion when announced; the reibvai^ assets of 
Merrill tyn^; the. importance of the timir^ of ttie announcement of the .commitm«^ ^ the Fed 
and Ttea»iry; the Corpor^ion’s dividends aral incentive compensatio.rt; the d^irat^rty of a 
written cbremitment from the federal regulators; the reliability of the representalives of the 
federal regulators; the desirat^lity of asset purchases end equity infusions; the Corpqration’a 
ability to further negotiate after the consummation of the me^er; furttrer ir^uiry regarding 
specific assurances by the federal regulators; the Corporation's recent responses tp- certain 
r«juestsTrf federal regulators; REDACTED 
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After discussion, the Board requeued that management otftam further 
clgnfication of certain potential terms. cofKiiftof® and assurances regarding the comrnitrhent 
from the federal regulators. 


There being no fcrtfter business to c^e before the Bo^, the was 


adiourned. 


Kefv)^ D. teiMs 
Chairmat of ttie Board 



AteeA. Herald 
Secreta^ 
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MINUTES OF SPECIAL MEETING OF BOARD OF DIRECTORS 
OF 

BANK OF AMERICA CORPORATION 
December 30, 2006 

Pursuant to due notice, a special meeting of the Board of Directors of Bank of 
Ajnerica Corporation was held at 4:00 p,m. on Tuesday, DecenUier 30., 20OT. 

The follovyring Directors were present constltutir^ a quorum: Mctssrs. Wiliam 
Barnet, III, Frank P. Bramble, John T. Cc^Dr\s. L. Countryman, Tommy R. Franks, 
Cbaries K. Gifford, Kenneth D. Lewis, Walter E. Massey. Thomas J. May, O. Temple Sloan, Jr,, 
Robert L. Tillman, and Mmes. Monica C. Lozano, Patricia E. Mit^ll, Meredith R. Spangler arKf 
JackfeM.Ward. 

Also present were: Messrs. Brian T. Mo^ihan, and Joe L. Price, arKi Mmoi. 
Amy Woods Brinkley, and Alice A. Herald, ofTtcers of theCorp^ation. 

Mfr Lewis called arxl chaired the specialmeeting and Ms. Herald k^ the 

minutes, 

Mr. Lewis advised the Board that he wished to fully inform the Board regarding 
discussicms between management of the Corporation and federal regulators which had 
occurred since the Board meeting of December 22 , 2006, including the federal regulators' dim 
view of tfte economy. 

Mr. Lewis reported that the Board.had requested that management obtaki 
greater clarity regarding the assurances provided to.hfm by Mr. Bernanke, Chatmwi of the 
Board of Gpverrvors of the Federal Reserve (’Fed”) and Mr. Paulson, Secretary of the Treasury 
(’Treasury”) arid to advance the completion of the commidYier^ to the Corporation from the 
federal regulators on which the Board and management would rely to corrsummate the 
scheduled acquisition of MerriR Lynch & Co. (‘Merrill Lynch”). He reported that rnanagemenf 
had requested that (he Treasury and the Fed confirm the terms and conditions of their 
commitment before the closing date of the acquisition of Merrill Lynch on January 1, 2G08. He 
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further reported Xt\a\ management had engages m a series of telephone calls and 
communications with the federal regulators to greater certainty with regard to the terms 
and conditions of the federal regulators* commtonent. 

Mr. lewis reported that In his.conwrsations with the federal regulators regarding 
the Corporation's pendir^ acquisition of Lyn^. he had stated that, were it not ^ the 
serious concerns regarding the statos'of the United States financial services system and the 
adverse consequences of that situation to the Corporation articulated by ^ federal regi^tt^ 
(the "adverse situation"), Uie Corporatton would. In Tight of the deterioration of the operating 
results and capital pasitibn of Merrill LyrKth. assert the materia! adverse change dause m to 
merger agreement with Memil Lynch and would seek to renegotiate the transactkm. 

f ufther^ Mr. lewis reported that it was also, made clear to fed«'sd regulatora 
that, because of the federal regulatt^.s* express concerns regarding tee adverse situation titet 
would occur if the CorporaUon failed to acquire MerriB Lynch, it is appropriate that the fecterai 
government make the Corporation whole for the deterioration 'm Merr^ Lynch’s operating 
resuits and financial condition. 

Mr, Lewis described the conversations that had occurred predominate with Mr. 
WarsH, wHh vrhom Mr. Bernanke had directed management to communicate. He reported the 
purpose such conversations was to sufficiently detei) the needs and expectations of the 
Corporation to the federal regulators before the effective date of the acquisition of Merrdl Lyi^ch. 

REDACTED 

Mr. Lei^ stated that the Corporation did have a written ^reement wte) the, 
federal regulators and that the Corpor^dn couM only or> the oral, commitments of Messrs. 
Bernanke and Paulson and their senior representatives at the Treasury and Fed, tiicluding Mr. 
Warsh. Mr. Lewis explained that written assurances would not be received before January t, 
2009; because any written assurances vvould require formal action by the Fed and Treasury, 
whkh fonnaJ action would require public dis^osure. Mr. Lewis also repented that according td. 
the federal regulators any written assurances delivered prior to January 1 . 2009. would not. te 
any ev«tt provide sufficient detail to provide comfort to tite Board and management of the 
commitment by the federal regulators. 
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In accordance wiUi the recomrrwndation of the Board at the preceding meeting. 
Mr. Lewis reported that management has obtained detailed oral assurances from the federal 
regulators with regard to their commitmerA and has documented those assurances with e-mails 
and detailed notes erf management’s conversations wdt the federal regulators. Mr, Lewis 
reported the dates and times of certain of the communications and the significant extent of 
managenient's efforts. Mr. Lewis then discussed in dela# several of the conversations betv^en 
Mr. Price and Mr. Warsh estabiishmg essential dements, of die commitment of the federal 
regi^ators, including: (i) an agreement from the federal regulators thd thetr commitment be 
fully documented on or before January 20< 2009; a confirmation of the continufns and stremg 
admonition of the federal regulators that faUure of the Corporation to consummate the 
acquisition of Merrill Lynch would cause significant systemb risk :to the financial system arKf dte 
economy of the United States and would be specifically adverse to the Corporation; and (lit) the 
commitment of thp federal regulators to deliver assistance in the form of capital and asset 
protection to the Gorporatwi. 

Mr. Lewis noted that Mr. Price has.shared with the government management’s 
expectations as to the amount of capita! expected to be provided to the Corporation and the 
general construd'of any equity position to be received by the federal regulators, as well as the 
Corporation’s efforts with counsel and the Corporatkm’s accountants with regard thereto. Mr. 
Lewis atso.rroted that Mr. Price had been clear in hs discussions regarding the Corporation's 
concerns about preventing dilution of the intere^s of the existing shareholders of the 
Corporation. 


Mr. Lewis shared the Corporation’s expectations presented.to the federal 
regulators regarding the amount of proposed protection from the federal regulators agairtstthe 
impact of the on and off balance sheet assets of Merrili Lynch, the specific assets kledtified. 
current carrying values and related items, inducting the government's rate-and order, of 
absorption of losses upon reduction of market values arxi substantial discounts to drj^inel 
market values. He reported that management has also asserted dearly <ri discussions with the 
federal regulators th^ any 'premium' charged by the go^nmerrt for such insurance should be 
modest. He also stated dw Corporation's proposal insulates the rnost troubiirig Merrill Lync^ 
ass^, and retair^ upside potently for the Corporation. 

Mr. Lewis staled that managemera has been insistent with the federsd regulators 
that clarity exist wfih regard to their commitment. He reported that management is confide 
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that Mr. Warsh understands the Corporatioi’s position deariy. He further confirmed tfiat Mr. 
Bernanke had assured him the Corporatiwi would not be penalized by accepting the 
commitment of the federal regulators and that acceptance of the commitment would be 
benefids^ to the Corporation and its sharehdders. Mr. Lewis also noted, however, that the 
details of the c(^m(tment were not finalized. 

Mr. Lewis explained that recent discussions had begun to address conc^ns 
raised by the supervisory regulators of the Fed. These regulators had expressed concern 
regarding the Cc^poratFon's abi^ to rern»n stable tn light of their own view the economy, the 
Corporation’s ew^nings prospects and the stabiTrty of the banking mdustiy. Mr. Lewis repealed 
the Fed’s pbiective is that the Corporatbn remain above reproach as a stable member of the 
financial system as the recession continues. 

Mr. Levyis described the federal regulators' dim view of the near terni economy 
arvd their projections of the economy’s Impact on the Corporation’s earning prospects for 20(^. 
He reported the regulators concern that weakened earnings and dividend payments could 
cause capital issues for the Corporation by early in Uie second quarter in view of low 
tangjbte common ^uity rstio. 

Mr. Lewis shared hts and Mr. Price’s conversations with the federal regulators, 
particularly Mr. V^rsh. who articulated the government’s desire for an injeefron of newprivatcr 
capital into the industry and future offerings of common stock by the Corporation in which the 
government would participate. He described discussions with the regulators regardif>g 
prqjected target common equity ratios, diwdends, ring-fencing of certain assets ofihe 
Cprporatiori. capital cushions for Corporation and the govemimeftt's lortg term and short 
term: views regawllhg the provision for addition equity. Mr. Lewis explained the government’s 
desire to see of a reduction of the Corporation'sdividend to a nominal amount, perhaps S cents 
per share per quarter to protect the OofporaSbn's capital. 

Mr. Lewis stated the federal regulators' clear position that if the Corporation 
declined on an equity Infusion at this time oniy to later corne back and r^uest that t^ 
gcwernm&it make a further equity ihtosion with respect to the Corporation, Hs terms wouhi be 
cHieroue to the Corporatxx). 
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Mr. Lewis discussed the implicatfons of government ownership of a portion of the 
Cwporahon and two potential transactions tte government: a capital injection induding a 
wrap of certain assets and a capita! offering induding ring-ferrang of certain assets of the 
Gwporation. He noted that both potential transactions remain under discussion with the federal 
regulators. 

Mr. Lewis stated that no definitive agreemer^t has been reached with the federal 
regulators, but that management of ttie Corporation had dearly explained to the federal 
regulators the terms and conditions required by the Corporation to consummate the adquisKion 
of Merrill Lynch on January 1 , 2008. In return, he.reported, management has received strong 
assoran<»S -ffom all relevant federal regulators and pdtoy makers that the Corporation wHIl 
receive adequate and appropriate assets to neutralize the-impact.to the financial condidon cd 
the Corporation resulting from the Corporation's acquisition of Merrill Lynch on January 1 , 2009. 
He stated that federal regulators had advised management of their desire that the Corporation 
remain stable and their wHtmgness to assist the Corporation to raise capital, if necessary, to 
stabilize the Corporation's asset base. 

Mr. Lewis concluded his remarks by statWig that management wdii osntinue lo 
work with the federal regulators to transform the principles that have been discussexf into an 
appropriate documented commitment to be codified and implemented in conjunctusn vwHh 
Corporation’s earning release on January 20. 2009. 

Robust discussion ensued, inciudirg the Corporation’s recourse should ttie 
federal regulators fail to comply with their assurances on. which the Board and marragernent 
have refi^: 


Mr. Price elaborated on his conversaliona wHh Messrs. Bemarrke and Paulson. 
He reported that he had confirmed to Mr. Bernanke and Mr. Paulson the reliance- of Board 

and management on the federal regtdators' assyrarices. He described the alternatives 
potenti^ly available to the Corporation In a transaction witii the government and the terms and 
corKlitions of agreements betweer) the federal regulators and other institutions in the industry. 

Mr Moynihan REDACTED 

REDACTED 
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Further discussion en^ed inchiding backstops available to the CorporaUon. 
capital ratios and dividends. 

After summary remarks by Mr. Lews, there beir^ no further business to come 
before the Board, the meeting was adjourned. 

Kenneth D. Lews 
Chairman of the Sosat! 



Alice A* HerakJ 
Secretary 
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Prom: Debaah P Baitev 

Te: Mac Atfriwwir Roeser Cotp 

Subject: Re: BAC 

Date: 12/20/2008 01:32 PM 


Mac, if we need to do something I think we will look at doing it in January, I also 
think that it would be done with a series of actions including cutting drastically the 
dividend, some supervisory action (MOU) that covers management. Personally 1 
think management should be downgraded, no more acquisibons, raise some "real" 
capital, frequent meebngs with the Board,etc. It will definitely a price to pay. I 
always had my doubts about the quality of the due diligence they did on the ML 
deal. Don't forget they paid a premium. How do you pay a premium and now ask 
for help? This will not go over well at all. 

Let's keep talking on these points. 


Sent from the Blackberry of Deborah Bailey 
▼ Mac Alfriend 

— Original Message 

Froa: Mac Alfriend 
Sent: 12/20/2008 12:34 PM EST 
Tp: Deborah Bailey; Roger Cole 
Subject; BAC 

Some very preliminary thoughts on getting a pound of flesh out of 
Lewis. Should we do this as part of the agreement to ball them out or 
just let them know that we will be contacting them with a board 
resolution/mou in January. Your thoughts 


MacAttiend 

Senior F^esident Banking St^eraision and RagutMon 
Die Federal Reune Bvik of Rdimond 
Office W- 697- 8411 - CM $84- 912- 4166 

ypar ;Uhi#nd^rtdi frh nfp 


THE EEDEtUL miM MNK Of RICHMOND 

ROMM • WtMK • OWUm 


Forwarded by Mac Affriend/RICH/FRS on 12/20/2008 J2;3l PM 


Alfrf«f?d/RICH/FltS 


12/20/2008 12:25 PM 


To Jeffrey Ucker/RICH/FRS 

cc James McAfee/RlCH/FRS(g>FR5, Jennifer 

Bums/RICH/FRS©FRS, Lisa A White/RICH/FRS@FR5, 
Salty Green/RICH/FR$(9FRS, Slacy L 
Coiemar\/R)CH/FR$9FRS, Irish 
Nunlcy/RICH/FRSI9FRS 
SutTject Re: The ChaiiMan 


good point I forgot about over reliance on overnight funds (short term 
profit mentality) 
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Preliminary, confidential views from scott and me (see note below plus attachment) without 
benefit of sup and reg staff input 


"Sent from my BlackBerry Wireless Handheld 


From: Kevin Warsh 

Sent: 12/21/2008 12:42 PM EST 

To: Kevin Warsh, Chairman's email address redacted. 


Attached please find some discussion points that Scott and I iterated overnight. Obviously, 
the actual talkers will depend significantly on what we hear from our Staff this afternoon. 

Great work on de-escaiating BA, the more time we have the better. 

It Is key that we understand how December Is faring for BA's comparable banks. It is also 
critical to understand BA's view on disclosure requirements (e.g., 8'K), particularly whether 
they would need to discuss pro forma financials If and when transaction is consummated in 
first week of January. If their first disclosure Is at time of Jan 19 earnings announcement, 
then we can better evaluate the prospects for a private capital raise by the company In the 
new year. 

Thanks 

Kevin 
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MEMORANDUM 


TO: Scott Alvarez 

FROM: Legal Div. Atty 

RE: Material Adverse Effect Clauses in Merger Agreements 

DATE: December 22, 2008 

Background and Discussion ' 

A “material adverse effect” or “material adverse change” (collectively, “MAE”) clause in 
a merger agreement is a mechanism to allocate risk among the parties between the time of the 
agreement’s execution and closing of the transaction. MAE clauses are present in some fashion 
in virtually every merger agreement^ and generally provide that, if the target suffers a MAE 
between execution and closing, the acquiror can terminate the agreement without being liable to 
the target for breach. The parties usually spend a great deal of time negotiating over what 
constitutes a MAE, with the acquiror preferring a broad definition that allows maximum 
flexibility to walk away from the deal and the target preferring a narrow definition to ensure 
closing. Despite being so heavily negotiated, definitions are often framed in broad, vague terms 
and include large carve-out provisions,^ leaving it up to the courts to decide whether a MAE has 
occurred in the event of a dispute.'* In making that determination, courts generally prefer to look 
at each case based on its specific facts and, as a result, there is no definitive test or standard for 
determining “materiality.” Nevertheless, three decisions issued by the Delaware Chancery Court 
over the last several years provide a framework that can be used to assess MAE clauses.^ The 
framework consists of certain general principles and several specific factors that may be taken 
into account in determining whether an MAE actually occurred. 

A. General Principles 

In analyzing any given MAE clause, a Delaware court will likely follow at least four 
general principles: 


‘ This discussion is based on several law review and legal articles and my own analysis of the relevant case law. 

^ Such clauses usually are found in the representations and warranties and then “brought down” to closing in a 
“bring-down” condition that requires the continued accuracy of representations and warranties as a condition to 
closing. 

’ Frequent carve-outs include declines in the overali economy or in the relevant industry (sometimes with further 
carve-outs for declines that disproportionately impact the target), adverse weather, political, economic or general 
business conditions, and changes in applicable laws, rules, regulations, or GAAP. 

“ There is some speculation that, as a result of recent credit market turmoil and adverse economic conditions, an 
increasing number of acquirors will attempt to rely on MAE clauses to back out of merger agreements. 

* These three cases are summarized in the next section of this memorandum. 
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1 . The court will first consider whether the alleged MAE was included under the 
MAE clause. If so, the court will then consider whether an MAE actually occurred. 

Only if an MAE actually occurred will the court consider any carve-outs. 

2. The court will employ general contract law and look first to the language of the 
MAE clause to determine the parties’ intent. If the language is ambiguous, the court will 
then look to extrinsic evidence of intent. More often than not, Delaware courts find the 
language ambiguous. 

3. The court’s inquiry will likely be very fact-intensive and involve close scrutiny of 
the parties’ negotiations before executing the agreement, as well as the parties’ conduct 
while the agreement was in effect and following its termination. 

4. The parW alleging the MAE bears the burden of proof in establishing that an 
MAE occurred.” This is a very heavy burden, as no Delaware court has found an MAE 
to have occurred in the context of a merger agreement, 

B. Specific Factors 

A Delaware court may also take into account several specific factors in determining 
whether an MAE actually occurred: 

1 . Where the acquiror is alleging the MAE, the court will consider whether 

(a) unknown events (b) substantially threaten (or threatened) the overall earning potential 
of the target (c) in a durationally significant manner. The court will not find an MAE to 
have occurred unless all three prongs are met. 

2. The court will likely take into account what the parties considered “material” to 
the transaction. For example, the parties may have included specific financial 
benchmarks or criteria in the MAE clause or related provisions that the court may 
consider indicative of materiality. 

3. The court may consider the acquiror’s purpose in acquiring the target (e. 2 . . short- 
term investment or long-term strategic merger). 

4. The court may focus on whether the alleged MAE could have been handled by a 
specific contract term fe.e.. whether an acquiror alleging a MAE could have protected 
itself against the event through an explicit, specific representation or warranty fi-om the 
target). 

5. nte court may also look to the commercial context of the alleged MAE fe.e. . 
whether declines are in a core or a secondary business line). 


^ Of course, the parties remain free to allocate the burden otherwise in the agreement and any such allocation will 
govern. 
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6. The court will likely analyze the size, impact, extent, and historical context of the 
alleged MAE. For example, if an acquiror alleges that a decline in the target’s earnings 
constitutes an MAE, a court will likely look at the absolute and proportionate amount of 
the decline, as well as the decline in the broader context of the target’s historical 
earnings. 

7. Finally, the court may consider whether the party alleging the MAE has any 
alternative motives for attempting to exit the transaction, as well as whether the MAE ■ 
claim is reasonable and in good faith. 

Summary of MAE Clause Case Law 

Until mid-2001, courts adopted an expansive approach in determining whether an event 
was a MAE, with MAE clauses being viewed primarily as protection for buyers. Courts 
generally applied a “reasonable buyer” standard and the key consideration was whether the event 
would impact a reasonable buyer’s decision about moving forward with the transaction. The 
events that courts found to constitute MAEs included declines in earnings, operating losses, 
reductions in income, and general economic or business conditions that had a disparate impact 
on a company compared to the economy as a whole. 

In June 2001, the Delaware Chancery Court decided In re IBP Shareholders Litigation ^ 
and dramatically changed the MAE clause playing field. At issue was a MAE clause in a merger 
agreement between Tyson Foods Inc. (“Tyson”) and IBP, Inc. (“IBP”), the U.S.’s largest poultry 
producer and beef supplier, respectively, that defined a MAE as “any event, occurrence or 
development of a state of circumstances or facts which has had or reasonably could be expected 
to have a [MAE] ... on the condition (financial or otherwise), business, assets, liabilities or 
results of operations of [IBP] . . .”* Following the execution of the merger agreement in January 
2001, IBP suffered large quarterly losses and had to restate its financials. Tyson sought to 
terminate the deal, arguing that termination was Justified because IBP’s financial difficulties 
constituted a MAE. IBP filed suit to specifically enforce Tyson’s performance. 

As an initial matter, the court said that a party “ought to have to make a strong showing 
to invoke a [MAE] exception to its obligation to close,” thus placing the burden of proof on 
Tyson. The court then considered whether an MAE occurred, looking first to the language of the 
MAE clause to detennine the parties’ intent. Since the language was ambiguous, the court 
looked to extrinsic evidence, concluding that the MAE clause had to be “read in the larger 
context in which the parties were transacting.” 

The court then promulgated the following framework for determining whether a MAE 
occurred: MAE clauses are “best read as a backstop protecting the acquiror from unknown 
events that substantially threaten the overall earnings potential of the target in a durationally- 
significant manner” (emphasis added). The court stressed that this framework is “heavily 


’ 789 A.2d 14 (Del. Ch. 2001). The court applied New York contract law in this case, but subsequently adopted the 
same reasoning in applying Delaware contract law. See Frontier Oil Comoration v. Holly Corporation. 2005 Del. 
Ch. LEXIS 57 (Del. Ch. 2005) (unpublished). 

* The MAE clause had no carve-outs for the adverse effects of economic or industry-wide conditions. 
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influenced by [a] temporal perspective” that requires materiality in the context of a merger to be 
assessed in relation to “the longer-term perspective of a reasonable acquiror.” Applying this 
framework to the facts of the case, the court carefully scrutinized the matters that IBP and Tyson 
reviewed, discussed, and decided to include in the MAE clause, and focused on Tyson’s actual 
and subjective knowledge of the risks involved in the transaction and on Tyson’s objective in 
acquiring IBP. The court found that Tyson had access to IBP’s historical financial data, which 
showed that IBP’s business was cyclical in nature and subject to strong swings in earnings, and 
that the duration and degree of IBP’s quarterly losses were not sufficiently material to threaten 
IBP’s long-term prospects. Accordingly, the court concluded that IBP had not suffered a MAE, 
and that Tyson could not terminate the agreement on that basis and must specifically perform its 
obligations.’ 

The next significant development in MAE case law occurred about four years later, in 
April 2005, when the Delaware Chancery Court decided Frontier Oil Corporation . ” At issue 
was a MAE clause in a March 2003 merger agreement between two petroleum oil refiners, 
Frontier Oil Corporation (“Frontier”) and Holly Corporation (“Holly”). Under the clause, 
Frontier represented that “there are no actions, suits or proceedings pending against Frontier 
. . .other than those that would not have or reasonably be expected to have, individually or in the 
aggregate, a [MAE.]” MAE was defined as “a material adverse effect with respect to (A) the 
business, assets and liabilities (taken together), results of operations, conditions (financial or 
otherwise) or prospects of a party. . " Frontier filed suit claiming that Holly repudiated the 
agreement and Holly countered that Frontier breached its representation that certain litigation 
“would not reasonably be expected to have” a MAE. 

The court began its analysis by specifically adopting the framework articulated in In re 
IBP Shareholders Litigation, determining first that the burden was on Holly - the party claiming 
that an MAE occurred - to prove (by a preponderance of the evidence) that Frontier had suffered 
an MAE. The court then engaged in a fact-sensitive inquiry to assess Holly’s claims that that the 
risk of adverse results in the litigation and the costs of defense would have, or would reasonably 
be expected to have, a MAE on Frontier. The court concluded that the risk of adverse results 
was speculative and that Holly had not shown that litigation costs would have “a significant 
effect if viewed over a longer term.” Accordingly, the court concluded that Holly failed to meet 
its burden. 

More recently, the Delaware Chancery Court decided Hexion Specialty Chemicals. Inc. 

V. Huntsman Corp. “ At issue was a MAE clause in a merger agreement between Hexion 
Specialty Chemicals, Inc. (“Hexion”) and Huntsman Corp. (“Huntsman”), two large chemical 
companies, that defined a MAE as “any occurrence, condition, change, event or effect that is 
materially adverse to the financial condition, business, or results of operations” of Huntsman. 

^ It is worth noting that the merger agreement did not provide for specific performance as a remedy. 

2005 Del. Ch. LEXIS 57. 

' ' The clause had carve-outs for "general economic, regulatory or political conditions or changes therein in the 
United States or the other countries in which such party operates,” fluctuations in financial markets or conditions, 
and “changes in, or events or conditions affecting, the petroleum refining industry generally." 

2008 Del. Ch. LEXIS 134 (Del. Ch. 2008). 
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Carve-outs included “any occurrence, condition, change, event or effect resulting from or 
relating to changes in general economic or financial market conditions” or that affects the 
chemical industry generally, except to the extent such occurrence, condition, change, event or 
effect had a disproportionate effect on Huntsman as compared to other chemical industiy 
participants. Huntman’s financial performance dramatically declined following the execution of 
the agreement in July 2007 and Hexion filed suit seeking determinations that Huntsman had 
suffered a MAE and that Hexion was not obligated to perform its obligations under the 
agreement. Huntsman countered that Huntsman breached the agreement and sought specific 
performance. 

The court began its analysis by reaffirming that Delaware courts apply the framework 
established in In re IBP Shareholders Litigation in assessing MAE clauses, and went on to 
explain how that framework applies when the clause at issue includes carve-outs. More 
specifically, the court reiterated that the burden of proof rests on the party seeking to excuse its 
performance based on the existence of an MAE and that an MAE results only where unknown 
events substantially threaten the overall earnings potential of the target in a manner which 
persists into the future or is “durationally significant.” According to the court, carve-outs are to 
be considered only if the court first finds a MAE actually occurred. Once an MAE is 
established, the MAE may be compared for proportionality to changes in the industry to see if 
the MAE should be carved out. 

Applying the framework to facts of the case, the court concluded that Hexion had not 
met its burden of proving a MAE occurred. The court, like the court in In re IBP Shareholders 
Litigation, emphasized that, for the purpose of determining whether a MAE has occurred, 
changes in a company’s financial condition must be examined in the context in which the parties 
were transacting. The court proceeded to closely scrutinize that context and concluded that a 
short-term decline in earnings, such as that experienced by Huntsman, does not suffice to invoke 
a MAE clause without the expectation that “poor earnings results ... [will] persist significantly 
into the future.” '■* The important consideration, according t the court, is “whether there has been 
an adverse change in the target’s business that is consequential to the company’s long-term 
earnings power over a commercially reasonable period, which one would expect to be measured 
in years rather than months.” The court concluded that Huntsman had not undergone such an 
adverse change and, therefore, had not suffered an MAE. Accordingly, the court declined to 
reach the question of whether Huntsman’s performance was disproportionately worse than the 
industry as a whole. The court ordered Hexion to specifically perform its obligations under the 
agreement other than its obligation to close, which the agreement did not allow Huntsman to 
specifically enforce. 


The court pointed out that Delaware courts have never found an MAE to have occurred in the context of a merger 
agreement. 

in Genesco Inc, v. The Finish Line. Inc. . Memorandum and Order. No. 17-2137-11(111) (Term. Ch. Ct. filed Dec. 
27, 2007), the Tennessee Chancery Court considered a MAE clause similar to the clause at issue in Hexion Specialty 
Chemicals . The court, relying heavily on In re IBP Shareholders Litigation , ultimately concluded that no MAE 
occurred and ordered specific performance. In so doing, however, the court said that a MAE could occur in a span 
as short as three to four months - a departure from the Delaware decisions. 
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address deleted 


12/22/2008 02:14 PM 


To Scott A}va«S5/?‘^‘^f«®s deleted 

cc Kevin War^ , Randall S 

Kroszner/sMress deleted Donald L 
KohiV , Deborah P 

Bailey/ 

Subject BAC 


Had a good convereaBon with Lewis just now. He confirms his willingness to drop 
the MAC and to work with the government to develop whatever suppijrt package 
might be needed for earnings announcement dates around Ian 20. We discussed 
his common equity issue. We agreed that having a significant amount of TARP 
capital in the form of common was not an ideal solution, given the ownership 
implications. But we agreed both to think about possible solutions (eg, a govt 
backstop of a capital raise, govt common with limited control rights etc.). 

He had a question which I will address to Scott (also to Deborah). He said he now 
fears lawsuits from shareholders for NOT invoking the MAC, given the deterioration 
at ML. I don't think that's very likely and said so. However, he still asked whether 
he could use as a defense that the govt ordered him to proceed for systemic 
reasons. I said no. It is true, however, that we have done analyses that indicate 
that not going through with the merger would pose important risks to BAC itself. 

So here's my qustion; Can the supervisors formally advise him that a MAC is not In 
ttie best interest of his company? If we did, could he dte that in defense if he did 
get sued for not pursuing a MAC? 
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ftwn: 

ScnttAWarTg 
Sutolect Re:Fw:BM: 

i>Me: 12/23/2(K» 11:08 AM 

Eneryi^ad 


Thanks, Scott Just to be dear, tho^h we did not order Lewis to go forward, we 
did indicate that we believed that going fonvard would be detrimental to the health 
(safety and soundness) of his company. I think this is remote and so this question 
may be just academic, but anyway: What would be wrong with a tetter, not in 
advance of a libgation but if requested by the defense in the litigaUon, to the effect 
that our analysis supported the safety and soundness case for proceeding with the 
merger and that we communicated that to Lewis? 


address deleted 
a 

12/23/2008 10:18 AM Subject Re: Fw: BAC 


Mr. chairman, 

Shareholder suits against management for decisions like this are more a nuisance 
than successful. Courts will apply a "business judgment” rule that allows 
management wide discretion to make reasonable business judgments and seldom 
holds management liable for decisions that go bad. Witness Bear Stearns. A 
different question that doesn't seem to be the one Lewis is focused on is related to 
disclosure. Management may be exposed if it doesn't properly disclose inforniation 
that is material to investore. There are also Sarbanes-Oxley requirements that the 
management certify the accuarcy of various financial reports. Lewis should be able 
to comply with all those reporting and certification requirements while also 
completiiig this deal. His potential liability here will be whether he knew (or 
reasonably should have known) the magnitude of the ML losses when BA made its 
disclosures to get the shareholder vote on the ML deal in early December. Tm sure 
his lawyers were much involved in that set of disclosures and Lewis was clear to us 
that he didn't hear about the inaease in losses till recently. 

All that said, I don't think it's necessary or appropriate for us to give Lewis a tetter 
along the lines he asked. Rrst, we didn't order him to go forward-we simply 
explained our views on what the market reaction would be and left the decision to 
him. Second, making hard decisions is what he gets paid for and only he has the 
full information needed to make the decision--so we shouldn't take him off the hook 
by appearing to take the decision out of his hands. 

Let me know if you'd like any more info on this. 

Scott 

address deleted 
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From: t i 

Sent: 12/23/2008 05:44 PM EST 
To: Jeffrey Dwlcer 
Cc: Jennifer Bums 

Snbject: Re: Color from the Cfaainnen 


i think he is wonled abCMit stockholder fawsuite; knows they did nr^ do a good job of due diligence and the 
isKies facing the company are hitting home and he is worried about his own job after cutting k>ose 
tote of very good people. 

IlNAiriind 

Saiaor Nte Presidn^ Superb ant Regutm^ 

The FMam Aesene Bar* of racPraond 
Offiee 804- 697- M11- CeiaM- 512- 4186 

address deleted 



m f eOEfUl KESEitVE BANK OF RICHMOND 


BOG-BAC-ML-COGR-00080 



137 


Freau KgvlnWatsfa 

T« 

Ce Donald LK(^n;Mtcheilft A SmMi 

Snbfect: BofA 

Data: 12/26/2006 11:01 M 


Don and i did conference calls with Staff from Board, Richmond, NY on situation on 
Wednesday. Still seems to be consensus that that problems are more significant 
than ML alone. 

We are reconvening with our guys again on Tuesday to discuss in more detail 
strawman proposals that deal with ML problems predominantly and a more 
aggressive 3se that deals with BoA/ML together. Key to our ultimate determination 
will be market perceptions (that is, will markets see problems beyond ML, 
particularly given relatively low levels of tangible (tommon equity at parent). To that 
end, we are working on mix of distressed asset fixes and capital injections that may 
diverge from Oti model. For example, we are considering a structure where the 
Government is backstop funder or provides capital match for private capital raise by 
BoA. 

I spoke with Joe Price (CFO of BofA) several times in last couple of days, urging 
them to think with force and speed during our little window of seeming calm in next 
week. I asked him and his team to have their own version of strawman proposal for 
us to consider by next Tuesday as well. They need to take more ownership of 
situation. Also, spoke with Dugan and McCormick, Dugan's staff will be working 
with ours to further evaluate pro forma entity and alternatives for consideration on 
Tuesday. Will continue to keep Treas posted 

Separately, Don is continuing to lead discussion about broader uses of TARP and 
other USG fadlities with Tim for Jan 20 and beyond. His group (including NY Fed) is 
reconvening Monday to discuss. 

Thanks 

Kevin 
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Thanks, Kevin. Yesterday I sent you, Don, and Scott some thoughts on how to 
structure the Fed's participation in wraps. As we plan for this, it would be helpful to 
know whether my idea (which is meant to insulate monetary policy from these 
deals) or something like it is feasible. 

T Kevin Warsh/BOARD/FRS 


Kevin 

Warsh/BOARD/FRS 


12/29/2008 12:58 PM 


cc Donald t Kohn/BOARD/FRS@BOARD, Michelle A 
Smlth/BOARD/FRS@BOARD, Scott 
Alvarez/BOARO/I=RS@BOARD 
Subject BofA 


Ben: 

Spoke with BoA folks this morning, mostly Joe Price (CFO) They seem to have taken 
on board some of the ideas we discussed with them last week, but did not instill a 
ton of confidence that they have got a comprehensive handle on the situation. Their 
views, however, are evolving towards asking for some relief to parent co in addition 
to ML. 

ML: They proposed mix of government capital (common-like, non-voting equity) 
plus asset wrap ($140Bn) with "fill the whole" at ML for the "good of the s^em". 
Cost of government support here will need to be negotiated here, but they think 
they are entitled to some favorable terms because they have agreed to go forward 
to closing. I reminded them that they are the ones who would look equally bad in 
eyes of market and regulators if they chose to terminate transaction. T 

Parent: With respect to BoA, they now propose reducing dividend payout to 
"nominal" amount.. With respect to capital raise, they want to target all-in-capital 
raise that takes TCE ration to 3 to 3.5%, which seems like a total capital raise of 
$12-15 Bn, with government serving as backstop in event they couldn't raise capital 
themselves. They'd also like asset wrap of about $50 Bn for BoA assets "that are 
comparable to" ML. On BoA pieces, recognize that terms of government support 
would be more expensive. 

They would hope to announce comprehensive package with our support on Jan 20 
(happy inauguration day, mr. president). 

Don and I are talking with Fed staff plus OCC plus Treas tomonow afternoon, and 
should have better view of way forward after that. BoA is going to talk with Exec 
Committee of its Board on Wednesday, and I told Price I'd give him some 
preliminary guidance by then 

Thanks 
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Warsh/BOARD/FRS 


12/30/2008 07:30 PM 


To /BOARD/FRS@BOARD 

cc Donald L Kohn/SOARD/FRS@BOARD, Sc(* 
Alv3rez/B0ARD/FRS®B0ARD, Michelle A 
Smith/BOARD/FRS@BOARD, Brian F 
Madigan/BOARD/FRSigiBOARD 

Subject BofA 


Ben: 

Don, Scott, and I engaged in long conference calls today (including 
Dugan/OCC and McCortnick/T reas) along two tracks (BofA and Broader 
Rnancials), We are thinking about package for BofA/ML that is likely 
to be "bridge" to the broader TARP tranche II Geithner caper. 

On BofA, we are getting closer to get our hands around the asset 
pools (largely but not exicusively resident at ML) of which we would 
provide some tail risk protection. Looking at other models or risk- 
sharing (as you suggested) other than Citi and with an eye towards 
replication. 

We are also wrestling with capital raises by BofA with various types of 
support from the official sector. Knowing the market's willingness to 
fund BofA following January 20th big bang announcement remains 
tough question that we are unlikely to get firmer grip on until end of 
next week. Rnally, we engaged in discussions among us regulator 
types and with BofA today on what their new dividend policy should be 
(accord that dividends would be "nominal" -- debate what that means) 

I spoke with BofA CFO today and tonight. They just finished a meeting 
with the Executive Committee of the ^ard. Board understands our 
views that they should close ML in everyone's interests and that we 
are working in good faith to structure a transaction that works for 
them and the government. To that end, however. Boards don't tend 
to like relying on good faith and its associated ambiguity. 

So, Ken is going to call you (at his Board's behest tomorrow) to 
reaffirm the understanding you have. I think your response should be 
as balanced it was the other day - (Scott can help) -- perhaps 
something like "We believe it is in your interest to close ML and we will 
continue to work witii you constructively (as we have the last few 
days) to achieve an outcome that works for everyone.... our terms are 
not intended to be punitive.. .nor are they intended to provide BofA 
with a gift courtesy of the official sector." Ken may also raise his 
favorite perennial issue - that is, is the Richmond supervisory team on 
same page as the Board. Richmond staff was on our call today, but 
prior the call, it sounds like they may have threatened a little more 
than ideal on need to get rid of dividend and fast -- 1 told Price system 
will be making joint determination. 

Ken will also be calling Hank and perhaps Tim. 
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nwn: Vait OMr*r 

T(K Arttiuftoayo 

Cet fniuann 0»horrfi P ftoilutf 

Sutjack Re: SGC 

OMb: 01/11/7009 06:56 pm 


I have not discussed this with the SEC. BAC has complained that someone did talk 
to the SEC, with the result that the SEC called late last week to say they heard BAC 
was negoUatlon a Oh type deal with the US6 and to ask BAC to e:^ain the 
unexpe^ly high losses at ML That said. It sounds like Efik already knows 
something about what Is going on. So I agree you should give him the broad and 
tentative outlines. 1 would also let him know that we think this is a matter of 
systemic importance and that BAC is very sensitive about this. Erik has been veiy 
helpful in the past with SEC enforcement and very disaete about sharing supervisory 
info we give him. 

Scott 


y Arthur Angulo/NY/FRSgIFRS 


Artliiir 

Aneuki/Nr/FRSantS ScottAhartr/BOWto/msesOARD, Deborah P 

Bailey/eOAltD/FeseBOAltD, Ctxyam 
StebnsoiVeaAlto/FItS^BOARD 

DUlinm 06:3S PM 

SublecC SEC 


Have we conveyed anything to the SEC re the BAC situation? [ rec'd 
an e-mail and follow up VM from Erik Sirri on Friday evening - he will 
be at the FRBNY tomorrow attending the regulators meeting re the 
COS CCPs, and he wants to duck out to see me...Ba$ed on his VM, he 
knows sornething is up...I Intend to give him the broad outlines, but 
before doing so I wanted to check to how much (if anything) has been 
shared with the SEC...Thx. 
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Eric 

Rosengren/BOS/FRS 


01/16/2009 03:29 PM 


To Rita C Proctor/BOARD/FRS 

cc Donald L Kohn/BOARD/FRS@BOARD, Elizabeth A 
Duke/BOARD/FRS@BOARD 

Subject ring fencing 


Dear Ben: 

I wanted to follow up on my question this morning. Going forward I 
am concerned if we too quickly move to a ring fence strategy. 
Particularly if we believe that existing management is a significant 
source of the problem and that they do not have a good grasp of the 
extent of their problems and appropriate strategies to resolve them. I 
think it is Instructive to look at the example of the Royal Bank of 
Scotland. They have consolidated assets of $3.8 trillion. The UK 
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replaced senior management and currently owns 58% of the bank. 
The bank is maintaining operations without significant disruptions. 
Should problems get worse, the government may need to increase 
their stake. However, management has been changed, shareholders 
have been diluted to the extent of the losses realized to date required 
additional capital, and new outside directors are being selected. Such 
a strategy obviously has pitfalls, but I would not want to discard this 
option prematurely. 

Eric 


Eric S. Rosengren 

President 8t CEO 

Federal Reserve Bank of Boston 

617.973.3090 Fax: 617.973.3173 

eric.rosengren@bos.frb.org 
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